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The Tax Court of the United States

Docket No. 40649

S. NICHOLAS JACOBS AND DOLORES I.

JACOBS,
Petitioners,

vs.

COMMISSIONER OF INTERNAL REVENUE,

Respondent.

DOCKET ENTRIES
1952

May 5—Petition received and filed. Taxpayer no-

tified. Pee paid.

May 8—Copy of petition served on General Coun-

sel.

May 5—Request for Circuit hearing in San Fran-

cisco, California, filed by taxpayer. 5/14/52

Granted.

June 24—Answer filed by General Counsel.

July 2—Copy of answer served on taxpayer, San

Francisco.

1953

Jan. 30—Hearing set March 23, 1953, San Francisco.

Mar. 27—Hearing had before Judge Van Fossan, on

the merits. Stipulation of facts with ex-

hibit A-1 attached filed at hearing. Peti-

tioners' brief due 5/11/53. Respondent's

brief due 6/25/53. Petitioners' reply brief

due 7/15/53.
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1953

Apr. 16—Transcript of hearing 3/27/53 filed.

May 7—Motion for extension of 45 days to file

brief filed by taxpayer. 5/7/53 Granted.

June 25—Brief filed by taxpayer. Copy served

6/26/53.

Aug. 7—Brief in answer filed by General Counsel.

8/10/53 Copy served.

Aug. 26—Motion for extension of 20 days to file

reply brief filed by taxpayer. 8/27/53

Granted to 9/30/53.

Oct. 1—Reply brief filed by taxpayer. Copy

served.

Oct. 30—Findings of fact and opinion rendered,

Van Fossan, Judge. Decision will be en-

tered under rule 50. Copy served 10/

30/53.

1954

Feb. 3—Agreed computation for entry of decision

filed.

Feb. 4—Decision entered, Van Fossan, Judge,

Div. 9.

Apr. 30—Petition for review by U. S. Court of

Appeals, Ninth Circuit, with assignments

of error filed by taxpayer.

May 6—Proof of service filed.

May 6—Designation of contents of record, with

attached affidavit of service by mail

thereon, filed by taxpayer.
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The Tax Coui-t of the United States

Docket No. 40649

S. NICHOLAS JACOBS and DOLORES L
JACOBS,

Petitioners,

vs.

COMMISSIONER OF INTERNAL REVENUE,

Respondent.

PETITION

The above-named petitioners hereby petition

for a redetermination of the deficiency set forth by

the Commissioner of Internal Revenue in his joint

notice of deficiency (Bureau symbols IRA:90-D:

ALW(C:AS:PD:SF:GBW)) dated February 6,

1952, and as a basis of their proceeding allege as

follows

:

1. That petitioners are S. Nicholas Jacobs and

Dolores I. Jacobs, husband and wife, residing at

1065 Sutter Street, San Francisco, California. The

joint return of petitioners for the period here in-

volved was filed with the Collector for the First

District of California.

2. A single joint notice of deficiency (a copy of

which is attached hereto and marked Exhibit ''A")

was mailed to petitioners on February 6, 1952.

3. The deficiency as determined by the Commis-

sioner is in income taxes for the calendar vear 1948
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in the amount of $42,109.63 of which approximately

$40,083.90 is in dispute.

4. The determination of taxes set forth in said

notice of deficiency is based upon the following

errors

:

A. The Commissioner erred in determining that

there should be included in petitioners' income for

the calendar year 1948 for the purpose of com-

puting petitioners' normal tax and surtax profit

from business in the gross sum of $92,858.47 (item

(b) page 1 of the statement attached to Exhibit

"A" hereto) or that any of such profit should be

included in petitioners' income for such purpose.

B. The Commissioner erred in determining that

petitioners' normal and surtax net income for the

calendar year 1948 was the sum of $189,680.67 or

any sum in excess of $141,701.11.

C. The Commissioner erred in determining that

petitioners' normal tax and surtax for the calendar

year 1948 was the sum of $105,179.83 or any sum in

excess of $65,095.93.

D. The Commissioner erred in determining that

there should be disallowed as a deduction from peti-

tioners' gross income for the calendar year 1948

the sum of $1,000 paid to Everett S. Layman, 220

Bush Street, San Francisco, California, as a legal

fee.

E. The Commissioner erred in determining that

there should be included in petitioners' income for
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tho calendar year 1948 the gross sum of $91,858.47

as net gain from the sale of a tract of land held by

petitioners for sale to customers in the ordinary

course of business.

F. The Commissioner erred in determining that

there should be eliminated from petitioners' taxable

income for the calendar year 1948 the sum of $43,-

153.32 reported as capital gain from the sale of

stock held for more than six months. Petitioners

concede, however, that the capital gain should be

$45,929.24 and not $43,153.32.

G. The Commissioner erred in determining that

there is a deficiency in petitioners' income taxes

(surtax and normal tax) in the sum of $42,109.63,

or any deficiency in income taxes (surtax and

normal tax) of any sum in excess of $2,025.73.

H. Petitioners concede as follows:

(i) that their net income as disclosed by

their return is $138,925.19

;

(ii) that there should be added thereto

$515.16 as interest;

(iii) that there should be added thereto

$155.13 as partnership income;

(iv) that there should be added thereto

$380.04 as miscellaneous deductions not prop-

erly deductible; and

(v) that the basis for the capital stock of

Hollywood Subdivision, Inc., sold in 1948 was

and is $33,141.53 and not $38,693.36 as stated

in the return.
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I. Simply stated there are three errors:

(i) the failure to allow as a deduction the

$1,000 paid as attorney's fees;

(ii) the failure to recognize the sale of the

capital stock of Hollywood Subdivision, Inc.,

as a long term capital gain and treating it as

ordinary business income, and

(iii) the failure to allow an installment basis

for the sale if it is a sale of land and not a sale

of stock.

5. The facts upon which the petitioners rely as

the basis of this proceeding are as follows:

A. (1) On August 28, 1946, Dr. S. Nicholas

Jacobs, one of the petitioners herein, owned certain

real property. He had acquired said property in

1936 and/or 1944.

(2) On August 28, 1946, Hollywood Subdivision,

Inc., was incorporated under the laws of the State

of California. (In Schedule D, attached to petition-

ers' return for 1948, this corporation is erroneously

referred to as "Hollywood Park, Inc." This error

is carried over into the statement accompanying the

Commissioner's determination of deficiency. The

corporation is hereinafter referred to by its proper

name "Hollywood Subdivision, Inc.") The cor-

poration was formed to acquire certain real prop-

erty from Dr. Jacobs, and thereafter to improve

the property Avith streets, sewers, water distribu-

tion system and other necessary utilities, so that



Commissioner of Internal Revenue 9

the property could be su])divid('d and sold. Dr.

Jacobs desired that Hollywood Subdivision, Inc.,

rather than him, make the improvements and be-

come obligated to pay for them.

(3) Thereafter, by reason of Dr. Jacobs' health

and counsel's preoccupation with other matters, no

further action toward acquisition of the property

by the corporation was taken until January and

February, 1948, when the plans for transfer of the

land to the corporation and subsequent improve-

ment of the land were again discussed. No sub-

sequent action was taken until March, 1948, because

of counsel's absence from the state.

(4) In the meantime Dr. Jacobs had received

an offer to purchase the said land. This oifer was

unequivocably rejected by Dr. Jacobs.

(5) Some discussions were then had concern-

ing the sale of the stock of Hollywood Subdivision,

Inc. Dr. Jacobs took the firm position that no sale,

contract of sale, commitment for sale, or any other

arrangement for the sale of the stock could be

made until after the stock had been issued.

(6) On March 30, 1948, all of the stock of the

corporation was issued to Dr. Jacobs. In exchange,

the said real property was transferred to the cor-

poration by Dr. Jacobs. No other consideration was

received by Dr. Jacobs for the transfer of said land

to Hollywood Subdivision, Inc. The stock was a

capital asset in Dr. Jacobs' hands. It had the same

basis as the land which was exchanged for it, and
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hence the i)eriod of holding for the stock ran from

the date of acquisition of the land.

(7) Neither ])efore March 30, 1948, nor on March

30, 1948, nor for more than a week after March

30, 1948, was Dr. Jacobs under any obligation to

sell all or any part of the stock of Hollywood

Sulidivision, Inc., to any person or persons.

(8) Thereafter, Dr. Jacobs sold all the stock

of Hollywood Subdivision, Inc. The corporation

was later liquidated by the purchaser of the stock

who was a stranger to Dr. Jacobs.

(9) Petitioners admit that the selling price of

the stock of Hollywood Subdivision, Inc., was $125,-

000.00, and the cost basis of the stock was $33,141.53,

both as determined by Respondent, producing a

net gain of $91,858.47 and a taxable income in the

amount of $45,929.24.

(10) Dr. Jacobs realized a long term capital

gain upon the sale of the Hollywood Subdivision,

Inc., stock in 1948. The Commissioner has erro-

neously determined that said sale resulted in the

realization of ordinary income by him in the amount

of $92,858.47 and has erroneously asserted a defi-

ciency against both petitioners herein in the amount

of $42,109.63.

B. (1) In 1948 Dr. S. Nicholas Jacobs, one of

the petitioners herein, paid $1,000 to Everett S.

Layman, attorney at law, 220 Bush Street, San

Francisco 4, California, for advisory services ren-
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dered Dr. Jacobs in connection with the Holly-

wood Subdivision, Inc., transaction.

(2) Said payment was an ordinary or necessary

expense paid during 1948 in connection with the

production of income by Dr. Jacobs, or in con-

nection with the management, conservation or main-

tenance of property held for the production of

income.

(3) In the alternative, said payment was an ex-

pense of the exchange of Dr. Jacobs' land for the

stock of Hollywood Subdivision, Inc., and properly

included in the basis of the Hollywood Subdivision,

Inc., stock in Dr. Jacobs' hands.

(4) The services for which said payment was

made were not performed in connection with the

acquisition of any land by Dr. Jacobs. Said serv-

ices were not directed to increasing the value of

land which was retained by Dr. Jacobs after the

Hollywood Subdivision, Inc., transaction.

(5) The Commissioner erred in denying the

deduction of said payment taken in the joint return

filed for the calendar year 1948 by petitioners herein

and in capitalizing said expense and applying said

capital addition entirely to land retained by Dr.

Jacobs after January 1, 1949, and after the Holly-

wood Subdivision, Inc., transaction was closed.

Hence, the Commissioner erred in asserting a de-

ficiency against petitioners herein.

Wherefore, petitioners pray that this Court may
hear this proceeding and determine that

:
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(a) There should not be inchided in petitioners'

income the gross sum of $92,858.47 as profit from

business in the calendar year 1948;

(b) Petitioners' normal and surtax net income

was not $189,680.67, or any sum in excess of $141,-

701.11;

(c) There was properly deducted from petition-

ers' gross income the sum of $1,000 paid to Everett

S. Layman, 220 Bush Street, San Francisco, Cali-

fornia, as a legal fee;

(d) Petitioners realized a long term capital

gain of $45,929.24 from the sale of stock held for

more than six months

;

(e) Petitioners' income tax (normal tax and

surtax) for the calendar year 1948 is the amount

of $65,095.93 and that there is no deficiency in

petitioners' income tax (normal tax and surtax) in

any amount in excess of $2,025.73; and

(f) For such other relief as may be deemed

proper.

Dated: San Francisco, California, this 2nd day

of May, 1952.

/s/ EVERETT S. LAYMAN,

/s/ KENNETH S. CAREY,
Attorneys for Petitioners.

Duly verfied.
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EXHIBIT A

U. S. Treasury Department

Office of Internal Revenue Agent in Charge

74 New Montgomery Street

San Francisco 5, California

Feb. 6, 1952.

San Francisco

IRA:90-D:ALW
(C:AS:PD:SF:GBW)

Dr. S. Nicholas Jacobs and

Mrs. Dolores I. Jacobs

Husband and Wife

1065 Sutter Street

San Francisco, California

Dear Dr. and Mrs. Jacobs

:

You are advised that the determination of your

income tax lial)ility for the taxable year(s) ended

December, 1948, discloses a deficiency of $42,109.63

as shown in the statement attached.

In accordance with the provisions of existing in-

ternal revenue laws, notice is hereby given of the

deficiency or deficiencies mentioned.

Within 90 days from the date of the mailing of

this letter you may file a petition with The Tax

Court of the United States, at its principal address,

Washington 4, D. C, for a redetermination of the

deficiency. In counting the 90 days you may not

exclude any day unless the 90th day is a Saturday,
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Sunday, or legal holiday in the District of Colum-

bia, in which event that day is not counted as the

90th day. Otherwise Saturdays, Sundays, and legal

holidays are to be counted in computing the 90-day

period.

Should you not desire to file a petition, you are

requested to execute the enclosed form and forward

it to this office for the attention of IRA:90-D. The

signing and filing of this form will expedite the

closing of your return (s) by permitting an early

assessment of the deficiency or deficiencies, and will

prevent the accumulation of interest, since the in-

terest period terminates 30 days after receipt of the

form, or on the date of assessment, or on the date

of payment, whichever is earlier.

Very truly yours,

JOHN B. DUNLAP,

Commissioner,

By /s/ F. M. HURLESS,

Internal Revenue Agent

in Charge.

Enclosures

:

Statement

Form 1276

Agreement Form
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COPY
Statement

San Francisco

mA:90-D:ALW
(C:AS:PD
SF:GBW)

Dr. S. Nicholas Jacobs and
Mrs. Dolores I. Jacobs

Husband and Wife

1065 Sutter Street

San Francisco, California

Tax Liability for the Taxable Year Ended December 31, 1948

Deficiency

Income tax $ 42,109.63

In making this determination of your income tax liability,

careful consideration has been given to your protest filed Sep-

tember 11, 1950, and to the statements made at the conferences

held on December 5, 1950, January 8, 1951, May 15, 1951, and
December 11, 1951.

A copy of this letter and statement has been mailed to your

representative, Mr. Everett S. Layman, 220 Bush Street, San
Francisco, California, in accordance with the authority con-

tained in the power of attorney executed by you and on file in

this office.

Adjustments to Net Income

Year 1948

Net income as disclosed by return $138,925.19

Unallowable deductions and additional

income

:

(a) Interest $ 515.16

(b) Profit from business 92,858.47

(e) Partnership income 155.13

(d) Miscellaneous deductions 380.04 93,908.80

Total $232,833.99

Nontaxable income and additional de-

ductions :

(e) Capital gains 43,153.32

Net income adjusted $189,680.67



16 S. Nicholas, et ux. vs.

Explanation of Adjustments

(a) Interest income is increased by $515.16, representing in-

terest received from Paul Prom on notes for the balance due on

deferred payments for purchase of certain lots from the Holly-

wood Park tract, Sacramento County, California. This interest

was omitted from your return.

(b) Profit from real estate subdivision business is increased

by $92,858.47, as follows

:

(1) Legal fee disallowed $ 1,000.00

(2) Profit from sale of lots increased 91,858.47

Total increase in business profit $ 92,858.47

(1) Deduction of $1,000.00 claimed for legal fee paid to

Everett S. Layman, 220 Bush Street, San Francisco, California,

for advisory services in connection with Hollywood Park tract,

is disallowed, since it is held to represent a capital expenditure.

(2) In your income tax return for 1948 you reported, as a

long-term capital gain, the amount of gain resulting from a

purported sale of shares of stock of Hollywood Park, Inc. The

gross sale price reported was $125,000.00 and the cost basis of

the shares reported was $38,693.36, producing a reported net

gain of $86,306.64. It is held that the transaction, reported as

a sale of shares of stock was, in reality, a sale of a tract of land

which was being held by you for sale to customers in the ordi-

nary course of business, and that the resulting gain is taxable

as ordinary income. The amount of net gain determined is

shown as follows:

Selling price $125,000.00

Less: Cost apportioned to portion of

tract sold $ 8,335.20

Cost of improvements 24,806.33

Total cost , 33,141.53

Net gain $ 91,858.47
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Explanation of Adjustments— (Continued)

Accordingly, the profit reported from your real estate sub-

division business is increased by $91,858.47. Capital gain of

$43,153.32 reported from the sale of this property is eliminated

from taxable income as shown under item (e) below.

(c) Partnership income reported from Doctors Hospital

Group of Doctors, 1065 Sutter Street, San Francisco, is in-

creased by $155.13, as follows

:

Partnership income disclosed by part-

nership return $ 78,004.08

Additions

:

(1) Legal expense 310.25

Total $ 78,314.33

Deductions

:

(2) Fees paid to physicians other

than members of partnership 13,028.40

Partnership income as adjusted $ 65,285.93

Your distributive share $ 31,142.97

Amount reported on your return 30,987.84

Increase in partnership income $ 155.13

(1) Deduction of $310.25 claimed for legal fees paid to Peter

S. Sommer, attorney, 625 Market Street, San Francisco, Califor-

nia, for services rendered in the preparation of an amended
partnership agreement, which was executed by the partners on

May 26, 1948, is held to be a capital expenditure, and therefore

is disallowed as an operating expense of the current taxable

year.

(2) Fees paid to physicians other than members of the

partnership are held to be a proper deduction in determining

net income of partnership. These fees were shown as distribu-

tion of partnership profits on the partnership return filed for

the taxable vear.

r
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Explanation of Adjustments— (Continued)

(d) Other deductions claimed on your return include depre-

ciation of $380.04 on automobile used for business purposes.

It is determined that this automobile was fully depreciated

prior to the taxable year. Accordingly the depreciation of

$380.04 claimed on account of this automobile for the taxable

year is disallowed.

(e) You reported long-term capital gain of $43,153.32 on the

sale of capital stock of Hollywood Park, Inc. It is determined

that the gain from this sale constitutes ordinary profit from the

sale of a tract of land held by you for sale to customers in the

ordinary course of your business. Accordingly the profit from

this sale is included under business income as explained in item

(b) (2) above. The capital gain of $43,153.32 reported by you

on this sale is eliminated from your taxable income.

Computation of Alternative Tax

Year: 1948

Net income $189,680.67

Less: Excess of net long-term capital

gain over net short-term capital loss

($58,942.41 less $43,153.32) 15,789.09

Ordinary net income $173,891.58

Less : Three exemptions at $600.00 each 1,800.00

Normal tax and surtax net income $172,091.58

One-half of normal tax and surtax net

income $ 86,045.79

Tentative tax $ 55,298.46

Less: 17% on $400.00 $ 68.00

12% on $54,898.46 6,587.82 6,655.82

Balance of tentative tax $ 48,642.64

Partial tax—twice the above balance of

tentative tax $ 97,285.28

50% of excess of net long-term

capital gain over net short-term

capital loss 7,894.55

Alternative tax $105,179.83
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Computation of Income Tax
Year: 1948

Net income $189,680.67

Less : Three exemptions at $600.00 each 1,800.00

Normal tax and surtax net income $187,880.67

One-half of normal tax and surtax net

income $ 93,940.34

Tentative tax $ 62,048.10

Less: 17% on $400.00 $ 68.00

12% on $61,648.10 7,397.77 7,465.77

Balance $ 54,582.33

Total income tax—twice the above bal-

ance $109,164.66

Total alternative tax $105,179.83

Correct income tax liability $105,179.83

Income tax disclosed by return Original,

Account No. 319104 May, 1949, List

First California District 63,070.20

Deficiency in income tax $ 42,109.63

Filed May 5, 1952, T.C.U.S.

Served May 8, 1952.

I
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[Title of Tax Court and Cause.]

ANSWER
Comes now the Commissioner of Internal Reve-

nue, respondent above named, by Ms attorney,

Charles W. Davis, Chief Counsel, Bureau of In-

ternal Revenue, and for answer to the petition filed

by the above petitioners, admits and denies as fol-

lows:

1 and 2. Admits the allegations contained in

paragraphs 1 and 2 of the petition.

3, Admits that the deficiency as determined by

the Commissioner is in income taxes for the calen-

dar year 1948 in the amount of $42,109.63; denies

for lack of information the remaining allegations

contained in paragraph 3 of the petition.

4, A to G, inclusive. Denies the allegations of

error contained in subparagraphs A to G, inclusive,

of paragraph 4 of the petition.

H. Admits the allegations contained in subpara-

graph H of paragraph 4 of the petition.

I. Denies the allegations of error contained in

subparagraph I of paragraph 4 of the petition and

in (i), (ii) and (iii) theremider.

5, A, (1). Admits the allegations contained in

subparagraph (1) of paragraph 5, A of the petition.

(2) Admits the allegations contained in the first

sentence of subparagraph (2) of paragraph 5, A of

the petition; denies for lack of information the
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remaining allegations contained in said subpara-

graph.

(3) Denies for lack of information the allega-

tions contained in subparagraph (3) of paragraph

5, A of the petition.

(4). Admits that in the meantime Dr. Jacobs

had received an oifer to purchase the said land;

denies the remaining allegations contained in sub-

paragraph (4) of paragraph 5, A of the petition.

(5). Denies for lack of information the allega-

tions contained in subparagraph (5) of paragraph

5, A of the petition.

(6) to (8), inclusive. Denies the allegations con-

tained in subparagraphs (6) to (8), inclusive, of

paragraph 5, A of the petition.

(9). Admits that petitioners sold for $125,000.00

assets having a cost basis of $33,141.53; denies that

said sale was in substance a sale of stock.

(10). Denies the allegations contained in sub-

paragraph 10 of paragraph 5, A of the petition.

B, (1). Denies for lack of information the alle-

gations contained in subparagraph (1) of para-

graph 5, B of the petition.

(2) to (5), inclusive. Denies the allegations con-

tained in subparagraphs (2) to (5), inclusive, of

paragraph 5, B of the petition.

6. Denies generally and specifically each and

every allegation in the petition not hereinbefore

admitted, qualified or denied.
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Wherefore, it is prayed that the Commissioner's

determination be approved and the petitioners^

appeal denied.

/s/ CHARLES W. DAVIS,
Chief Counsel, Bureau of

Internal Revenue.

Received and filed June 24, 1952.

Served July 2, 1952.

[Title of Tax Court and Cause.]

MINUTES OF MARCH 27, 1953

Filed at hearing: Stipulation of Facts with Ex-

hibit A-1, attached.

Petitioner's brief: 45 days—May 11, 1953. Reply:

20 days—July 15, 1953.

Respondent's brief: 45 days thereafter—June 25,

1953.

AVitnesses for Petitioner:

Everett S. Layman,

Robert L. Schwerin.

Witnesses for Respondent:

None.

Respondent's Exhibits: (Letter and Describe.)

B. Income Tax Return—1948.

C. Certificate of Dissolution, etc.—4/8/48.

/s/ MARY Y. ROBERTS,
Acting Deputy Clerk.
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[Title of Tax Court and Cause.]

STIPULATION OF FACTS

It is mutually stipulated and agreed by and be-

tween the parties hereto, by their respective coun-

sel, that the following statements may be taken as

true by the Court with the reservation that this

stipulation shall be Avithout prejudice to the right

of either party to introduce further evidence not

inconsistent with the facts herein stipulated.

1. That petitioners are S. Nicholas Jacobs and

Dolores I. Jacobs, husband and wife, residing at

1065 Sutter Street, San Francisco, California. Peti-

tioner S. Nicholas Jacobs is hereinafter for con-

venience usually called Dr. Jacobs. The joint return

of petitioners for the period here involved was

filed with the Collector for the First District of

California.

2. A single joint notice of deficiency (a copy of

which is attached to the petition on file herein and

marked Exhibit "A" thereto) was mailed to peti-

tioners on February 6, 1952.

3. The deficiency as determined by the Com-

missioner is for income taxes for the calendar year

1948 in the amount of $42,109.63, of which approxi-

mately $40,083.90 is in dispute. It is conceded by

petitioners that $2,025.73 of the deficiency asserted

by respondent was correctly asserted as a deficiency.

4. On August 28, 1946, Dr. S. Nicholas Jacobs,

one of the petitioners herein, owned certain real
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property. He had acquired said property in 1936

and/or 1944. A part of said lands was included in

the map of Hollywood Park Unit No. 2 which was

filed for record in the Office of the Recorder of

Sacramento County on July 29, 1946, and was

recorded in Book 24 of Maps, Map No. 2. A differ-

ent part of said lands was included in the map of

Hollywood Park Unit No. 3 which was filed for

record in the office of the County Recorder of the

County of Sacramento on November 25, 1947, and

was recorded in Map Book No. 27, Map No. 13.

5. On August 28, 1946, Hollywood Subdivision,

Inc. was incorporated under the laws of the State

of California. Everett S. Layman, Daisy G. Kerner

and John P. Fryer were the incorporators. (In

Schedule D attached to petitioners' return for 1948,

this corporation is erroneously referred to as

"Hollywood Park, Inc." This error is carried over

into the statement accompanying the Commission-

er's determination of deficiency. The corporation is

hereinafter referred to by its proper name "Holly-

wood Subdivision, Inc.") No capital stock was

issued at that time or until about March 30, 1948.

Hollywood Subdivision, Inc., was dissolved on or

about April 8, 1948, by one or more or all of Frank

MacBride, Jr., Thomas J. MacBride and Dorothy

M. Baker.

6. Early in 1948 Dr. Jacobs received an offer

from Frank MacBride, Jr., or MacBride Realty

Co. to purchase some of the land from Dr. Jacobs.
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7. On March 8, 1948, Hollywood Terrace, Inc.,

was incorporated under the laws of the State of

California, at the instance of Frank MacBride, Jr.

Frank MacBride, Jr., Thomas J. MacBride and

Dorothy M. Baker were the incorporators. At all

times material to this proceeding Frank MacBride,

Jr., owned 98% of all of its issued and outstanding

common capital stock. Thomas J. MacBride owned

1% thereof and Dorothy M. Baker owned 1%
thereof. At no time did Dr. Jacobs or his wife have

any interest, direct or indirect, in the stock of

Hollywood Terrace, Inc. That corporation was at all

of said times dominated and controlled by Frank

MacBride, Jr.

8. If the Court determines that petitioners sold

stock of Hollywood Subdivision, Inc., petitioners

received in exchange for said stock a note in the

sum of $175,000.00, which note had a fair market

value at the time it was received in 1948 of $125,-

000.00, and the petitioners' adjusted cost basis of

said stock was $33,141.53, and the holding period

began at the date of the acquisition of the land

which date was in 1944 or prior thereto. Said ad-

justed cost basis does not include any adjustment

for attorneys' fees and it is subject to further ad-

justment for such fees to the extent that this Court

holds that attorneys' fees are properly a part of the

cost of said stock. If the Court determines that

petitioners sold land instead of stock, the peti-

tioners received in exchange for said land a note in

the sum of $175,000.00, which had a fair market
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value at the time it was received in 1948 of $125,-

000.00, and petitioners' adjusted cost basis of said

land was $33,141.53, and the holding period of said

land began in 1944 or prior thereto.

9. On or about April 6, 1948, Frank MacBride,

Jr., wrote a letter to Dr. Jacobs which was received

by him, a photostatic copy of which letter is at-

tached hereto and marked Exhibit "A."

/s/ EVERETT S. LAYMAN,
Attorney for Petitioners.

/s/ CHARLES W. DAVIS,
Attorney for Respondent,

Chief Counsel, Bureau of

Internal Revenue.

EXHIBIT A
[Letterhead]

MacBride Realty Co.

913 Eighth Street

Sacramento 14, California

April 6th, 1948.

Dr. S. Nicholas Jacobs,

1065 Sutter Street,

San Francisco, California.

Dear Doctor Jacobs

:

I am reluctant to request a switch in the arrange-

ments between Hollywood Terrace, Inc., and your-
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self in connection with the purchase of the stock of

Hollywood Subdivision, Inc., which my company

has purchased from you for $175,000.00, evidenced

by a note secured by a pledge agreement.

After further consultation with my advisers, it

appears desirable from our standpoint that Holly-

wood Subdivision, Inc., be dissolved. We think that

you could be adequately protected by taking a new

note secured by a real estate mortgage which would

l)e a first lien on Lots 203 to 363, both inclusive,

of Hollyw^ood Park Unit No. 3.

I would be grateful if you could let me know

whether this will be satisfactory to you.

Inasmuch as time is of the essence, your prompt

response w^ould be appreciated.

Very truly yours,

/s/ FRANK MacBRIDE, JR.

Filed at hearing March 27, 1953.
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The Tax Court of the United States

Docket No. 40649

S. NICHOLAS JACOBS and DOLORES I.

JACOBS,
Petitioners,

vs.

COMMISSIONER OF INTERNAL REVENUE,

Respondent.

TRANSCRIPT OF PROCEEDINGS
March 27, 1953—10 A.M.

(Met pursuant to notice.)

Before : Honorable Ernest H. Van Fossan,

Judge.

Appearances

:

EMMETT S. LAYMAN, ESQ.,

KENNETH S. CAREY, ESQ.,

Appearing for the Petitioners.

C. NYQUIST, ESQ.,

(Honorable Charles W. Davis, Chief Coun-

sel, Bureau of Internal Revenue) Ap-

pearing for the Respondent.

The Clerk: Docket No. 40649, S. Nicholas Jacobs

and Dolores I. Jacobs.

Will the attorneys please state their appearances?

Mr. Layman: Emmett S. Layman for the Peti-

tioners.
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Mr. Nyqiiist: Charles W. Nyquist for the Re-

spondent.

The Court: Will you state the issues, Mr. Lay-

man.

Opening' Statement on Behalf of the Petitioners

By Mr. Layman:

May it please the Court, as I understand the

issues, if I might state them as an issue of law

first, and then I will try to state the issues of fact

in connection with those issues of law as I under-

stand them.

The issue of law, first, is whether $1,000 that was

paid by Dr. Jacobs in the calendar year 1948 to

myself as an attorney's fee should be a capitalized

cost against the property that would remain on

hand at the end of the calendar year 1948, as treated

in the original report of the Revenue agent, or

whether it should be used in one of two ways, as

an expense of doing business, if the Court should

find that the transactions which will be in question

were sales of real estate, and if the Court should

find that it was a sale of a capital asset, well, I

think that some issue could be raised that some of

it was off the other end, and to save the time of the

Court, that it would at that time be added to [3*]

the cost, and thereby reduce the profit by $1,000.

That is a rather simple issue. I don't see why it

was never conceded by the government. I don't

understand that report, but it is there.

No. 2, the question is, one, whether there was a

*Page numbering appearing at top of page of original Reporter's
Transcript of Record.
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sale of a capital asset or whether it was a sale of

property held by the taxpayer, which was held by

the taxpayer for sale in the ordinary course of the

transaction of business. The situation is a fairly

simple situation.

Dr. Jacobs, some years prior to the year 1948,

acquired for investment purposes some real estate

outside of Sacramento. The years rolled by. The

people started to roll into California, and some of

it had been subdivided. A map had been recorded

of the property, part of it being considered as

Hollywood Park Subdivision No. 1, and then an-

other one being considered as Hollywood Subdivi-

sion 2; and it was at that time that I first heard

of the proceeding.

Hollywood Subdivision, Inc., which is referred to

in the 90-day letter, I believe, as Hollywood Park,

but I believe Counsel concedes it is properly named

Hollyw^ood Subdivision, Inc., w^as incorporated in

August of 1946. That was done by my office at the

insistence and request of Dr. Jacobs. The purpose

behind the formation of that corporation was to

—

I might say that the doctor primarily is engaged in

the business of being a physician and surgeon, and

is the head of [4] the group that operates the Doc-

tors' Hospital here in San Francisco, and I thought

that in connection with his other business it was a

mistake for the doctor to continue in the medical

world and at the same time under his own name

be in anything remotely resembling a subdivision.

I thought it was a mistake for the doctor to be in

any way liable in connection with the sales of real
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estate for possible representations that might l)e

made by agents.

I thought it was a mistake, too, for the doctor

to incur liability in the sum of 75 or $100,000 for

street work, water mains, sewers, and work of that

nature. I so advised the doctor, and we incorpo-

rated the corporation for that purpose. Shortly

after the incorporation—I say "shortly"; perhaps

that is a poor word—after the incorporation and

before any of the steps that had been contemplated

were taken, the doctor became ill and was oper-

ated on and left for Nevada, and for some months

thereafter was not able to give the time and atten-

tion to his business affairs that he had, and the

matter was dropped.

It had been originally contemplated that Sub-

division No. 2, which is second in point of time,

would grow into this corporation, but that did not

happen. I think, probably, had that happened, we

would not be here this morning.

Mr. Frank McBride of the McBride Realty Com-

pany, and I believe Mr. McBride is now the presi-

dent of the California [5] Real Estate Board, or

some such group of real estate men in the State of

California, had been the head of the real estate

firm who had successfully sold Subdivision 2, and

he wanted to have the right to sell Subdivision 3;

and Dr. Jacobs told him he would have to come

down and talk to me in San Francisco, which he

did. This was in January of 1948. At that time

Mr. MacBride was unquestionably— we make no
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point of this—he was interested in getting the con-

trol of a piece of property, whether it was signed

by the corporate owners or personal owners or in-

dividuals, or a thousand people. All he wanted to

do, unquestionably, was to sell real estate.

Dr. Jacobs didn't want to have that done. There

was no percentage in his doing it. If, as a result

of the plan, the income was going to be treated as

ordinary income, the doctor wasn't prepared to

make the deal. Mr. McBride was told that under

no circumstances would the doctor permit his real

estate to be sold, and that when Mr. McBride

wanted to know whether he could buy it, he was

told that he couldn't buy it.

Now, of course, like all things, things cannot

happen in a day. At that time I was committed

to go to Washington, where I went shortly after-

wards, and I told him there was nothing I could

do about any of it until after my return from

Washington, which was early in March. As a result

some [6] of the things that normally would have

been done, and could have been done in the inter-

vening time had I been available to take care of

them—for instance, the street contract was signed

before I came back from Washington, and of course

the property hadn't been transferred to the cor-

poration, so that contract had to be signed by Dr.

Jacobs and not the corporation; but, be that as it

may, it was made plain to Mr. McBride—and this

entire transaction was done under my personal

supervision, the conversations were held by me—Mr.

McBride was told that if he didn't want to buy
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some stock in Hollywood Sul)division, Inc., there

was no further thing for us to do. I was very care-

ful to be plain, pointed and meticulous that either

party could run out on the other. There was no

agreement for anything, and I think that it is fair

to say that there were three stages in the transac-

tions, three separate independent transactions. This

wasn't one transaction. We were careful to main-

tain that differentiation.

For two or three years prior to the 3rd day of

February, 1947, I had been actively discussing some

problems with the technical staff that involved,

not exactly this, but the reverse of the process,

whereby distributions mere made out of the cor-

poration, and as a result of the distributions out

of the corporation, taxable income resulted to the

corporation; and the Department was at that time

frantic in their efforts to go after them, and they

have finally conceded that [7] wasn't right.

In connection with those proceedings, I became

reasonably familiar wdth the General Utility Hold-

ing Company case; and in connection with that

case, it is my recollection that the court upheld the

Holding Company case. I certainly think that it

has long been the law, and I was familiar with it,

that in order to make a transaction tax free when

you exchange an asset for the stock of a corpora-

tion, if there was then pending an agreement to

dispose of the stock after it was issued, it was a

taxable transaction, and I told Mr. McBride in no

uncertain terms that under no circumstances would

we make a commitment to do anything. The only
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thing that we would do—he could do as he pleased

—

but we would arrange for the exchange of the stock

of the corporation, and if at that time he walked

off, that Avas all right, there was no obligation. He
could go around and deal with anybody he wanted

to, and there was no obligation on him. That was

the extent of the transaction to which we were

then committed. I am sure it was made plain, both

to him and his lawyers.

So we filed an application with the Commissioner

of Corporations of the State of California, after

my return from Washington, and we got a permit.

The application in some rough form had been pre-

pared in my absence in Washington. The question,

however, of the appraised value of the property

was to be furnished by affidavit, furnished by Mr.

McBride or his associates, as the Commissioner

of Corporations of the [8] State of California

would not issue stock in exchange for land unless

there was an appraisal by a reputable realtor that

the fair market value of the real estate would

equal the value of the stock. The application was

filed, and some days after that we obtained from

Mr. McBride the affidavits showing the appraised

value of the land in his opinion, and those were

promptly forwarded by me to the Commissioner of

Corporations, and almost immediately the Commis-

sioner of Corporations issued his permit authorizing

the exchange, and the exchange was consummated.

Whether the exchange w^as consummated physically

and completely on the 30th day of January, or the

1st or 2nd day of April, at this late date I am not
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dead sure, but it ^Yas definitely cousunimated, and

tliat one step of the transaction then remained

complete; and at that point there was no obliga-

tion, express or implied, no agreement of any kind,

no imderstanding, no nothing, with Mr. McBride.

Mr. McBride indicated, however, that if he were

to go along, he was a little l)it worried about per-

sonal liability. He had been told if that were so he

had better form a corporation and have that so that

if that step ever arrived, he could do that.

Now, I believe I was still in Washington when he

formed that corporation. It was incorporated, in

any event, under the laws of the State of Califor-

nia on March 8th. I am [9] not particularly

familiar with the corporation, other than in con-

nection with the transactions that we had with

them. Certainly no part of that corporation—we

had nothing to do with it, ''we" now being Dr.

Jacobs and his wife, myself or my office, had noth-

ing to do with it.

It was incorporated by Mr. McBride 's attorneys.

He put the money into it, we didn't. We had no

control of any kind over it in any way, shape or

form.

The Court: Just omit the argument.

Mr. Layman: I am trying to make a statement

of facts, your Honor.

If you conceive it to be an argument I am sorry.

I think this is a statement of facts, sir.

The Court: Verv well.
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Mr. Layman : And if it appears to you to be

an argument, I apologize, and I will try to continue

to state facts, but I believe it to be a fact that we

did not have any control of any kind whatsoever

over the McBride people or that company. Now if

the Court feels this is argument and not a fact, I

am sorry.

The Court: Proceed.

Mr. Layman: The second transaction was a

transaction whereby Hollywood Terrace, a corpo-

ration that I have just referred to, on the 5th or

6th of April—I'm sure the record shows which

date, but which I don't remember on my feet [10]

here at the minute—acquired all of the incorporated

and outstanding stock of Hollywood Subdivision,

Inc., and received in exchange a note therefor.

Two or three days later—and there still is no com-

mitment, no agreement, express or implied, of any

kind as to any further extension—two or three days

later—at this date I do remember it was the 8th of

April—Hollywood Subdivision, Inc., was dissolved

by the McBride interests, not by Dr. Jacobs. The

payment of the money—there is a stipulation of

facts which will be offered in evidence after I cease

the opening statement—the payments that were

made to Dr. Jacobs, in round figures—I have the

exact figures, which will be offered in evidence

—

were $28,000 in 1948, $74,000 in 1949, $12,000 in

1950, and $7,500 in 1951.

In the alternative, in our position we have stated

that if the Court should start this, regarding the

steps in the transaction, there wasn't any reason
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tliat they need stop at a particular point, and that

if it was a sale of real estate, then we thought that

we had the right to look at it and really look at it

under its ultimate end, which would have meant a

saving to the—cutting the taxes that had been set

by the Department roughly in half. That is pleaded

as an alternative.

Our first position is that stock was sold, nothing

but stock was sold. There was no commitment to

do anything at [11] the time that was sold. It

wasn't an agreed program, and that it is a capital

gain.

Unless at this time Counsel for the government

has a further opening statement, or the Court has a

question, I will proceed to offer evidence.

The Court: Well, we will now hear from Mr.

Nyquist on his concept of the issues.

Opening Statement On Behalf of the Respondent

By Mr. Nyquist:

First with respect to the little issue of the $1,000

deduction for attorney fees, I don't know at this

time whether petitioner is entitled to that or not,

because I don't know enough about the facts, and I

think that will have to depend entirely on the facts

that are put in evidence. They will have to be facts

rather than conclusions.

Now with respect to the principal issue, there

is no dispute on the facts up to a certain point,

because it is clear that the petitioner was engaged

in real estate subdivision operations, that there

were some negotiations of some sort between him

and Mr. McBride, or the McBride Realty Company,
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of certain property, in the early part of 1948, and

it is also clear that at that time Mr. Laj^man had in

his office a corporate charter that was not being

used. I don't say he had a corporation, because it

was just a charter that [12] had been issued some

two years previously, and no stock had ever been

issued. There were no corporate assets. The cor-

poration had never engaged in any business trans-

actions, so it was not at that time a really live

corporation.

Now, as to exactly what happened after that

point, I am not entirely clear as to the dates, and

just how the transaction was managed. There is

some confusion on that point, but apparently it is

the petitioner's contention that the real estate was

transferred by the taxpayer to the corporation in

return for issuance of all the capital stock of the

corporation then issued in the amount of, I believe,

$175,000, and that the taxpayer sold that capital

stock rather than land, and it is the petitioner's

contention, of course, that is a sale of capital assets.

On that point, Respondent says that assuming the

Petitioners went through the form exactly as stated,

the corporation, Hollywood Subdivision, Inc., had

life of not more than a week, and even that was a

very inert type of life. It merely held title to a

piece of real estate for a week and was dissolved at

the end of that period. It apparently never entered

into any type of business transactions, and imder

those circumstances respondent's position is that

this is one of the well-known exceptions to the gen-

eral rule that corporate entities are usually re-



Commissioner of Internal Revenue 39

i^arded in and recognized for tax purposes. [13]

Here we have a corporation that was formed

merely—or, rather, a corporation that was acti-

vated, I should say—merely for the purpose of

establishing- a favorable tax consequence to the

taxpaj^er. It had no real enduring subsisting char-

acter, and under the cases such a corporation is not

regarded as a separate entity. There are a number

of cases w^hich hold to the effect that when a cor-

poration has no purpose

Mr. Layman: Are we having an argument, or a

statement of facts?

Mr. Nyquist: We have had a statement of peti-

tioners' position. I am not citing our cases. I am
stating our position on the petitioners' contention

of facts.

Mr. Layman: It seems to me I was corrected by

the Court for not giving a statement of facts Irat

giving an argument, and I can see not one fact

W'hen you start citing cases.

The Court: Just don't get excited, and I will

take care of that.

Mr. Nyquist: In other words, respondent's posi-

tion in this case is that where a corporation has no

purpose other than to hold bare legal title to cer-

tain real estate and does not engage in any corpo-

rate activity, the corporate entity will be disre-

garded, and this will be regarded here as merely a

conduit of title to the real estate of the purchaser.

Now with respect to petitioners' alternative con-

tention that if it was a sale of real estate thev are
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entitled now to claim instalment basis on the sale,

respondent makes two points:

First, no facts have been pleaded which would

justify a holding that—or which would support a

holding that this was an instalment sale; and, sec-

ondly, even assuming that it were an instalment

sale, the petitioner is not entitled to claim an in-

stalment basis of reporting at this time, because

he did not so elect on his original return.

The Court: You may proceed with your evi-

dence.

Mr. Layman: At this time, may it please the

Court, I offer in evidence a stipulation of certain

facts which has been stipulated to by Counsel for

the petitioners and Counsel for the respondent.

The Court: Are there any exhibits attached?

Mr. Layman: There is an Exhibit "A" attached,

but it is a photostat of one letter, and that is the

only exhibit.

The Clerk: It is not a joint exhibit, it is just

Exhibit ''A'"?

Mr. Layman: Right. There is only one single

exhibit.

Mr. Nyquist: We both stipulated to the facts.

It is marked Exhibit ''A." [15]

The Court: Mark it Exhibit A-1.

(The document above referred to was re-

ceived in evidence and marked Exhibit A-1.)

Mr. Layman: I would like to be sworn as a wit-

ness, please.

The Court: You are familiar with the Code of
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Ethics of the American Bar Association, I assume,

concerning a lawyer trying his client's case and

acting as a witness?

Mr. Layman: I have one of my associates han-

dling the case, and I see nothing objectionable to

what I am doing.

The Court: It is contrary to the rules, but we

will permit you to testify.

Mr. Layman: Thank you.

Whereupon,

EMMETT S. LAYMAN
called as a witness for and on behalf of the Peti-

tioners, having been first duly sworn, was examined

and testified as follows

:

The Clerk : State your name, please.

The Witness: Emmett S. Layman.

Mr. Carey: If your Honor please, my name is

Kenneth S. Carey, and I am an attorney admitted

to the—I am a member of the bar of the Tax Court

of the United States, and I am associated with Mr.

Layman, and I have appeared before the official

proceedings in the Tax Court in this matter. [16]

Direct Examination

By Mr. Carey

:

Q. Mr. Layman, you are an attorney-at-law, duly

admitted to the State Bar of California'?

A. I am.

Q. And have been for some 30 years?

A. Right.
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(Testimoii}^ of Emmett S. Layman.)

Q. You are in general familiar with the prob-

lems presented—the facts presented in the petition

before this Court today?

A. I am, and the reason I am appearing here,

and notwithstanding the rules of the American Bar

Association, is because I felt I knew more about

them than anyone else, and the Court would get a

better statement of the simple truth from me than

anyone else.

The Court: Just a moment. We will dispose of

that matter right now. The rule of the American

Bar Association Code of Ethics is that if the attor-

ney is going to be a necessary witness, unless it is a

matter of identifying some document, more or less,

that he should not participate in the trial of the

case, but should have associates do that. You will

find that in Volume 37 of American Bar Association

Reports.

Proceed. [17]

Q. (By Mr. Carey) : With respect to the attor-

ney's fees that were charged against—that were de-

ducted by the petitioners, S. Mcholas Jacobs and

Dolores I. Jacobs, in their 1948 return, would you

tell us in general what those attorney's fees related

to"?

A. The first item of service was after the 1st day

of January, 1948, and the last item of service was

during the month of May, 1948. It dealt primarily

with what were the best steps to take to accomplish

some of the things that were done in connection with

the three steps, namely, the exchange of the stock
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(Testimony of Emmett S. Layman.)

for the land, the sale of the stock, and the ensuing

third step, when the subdivision was dissolved by

—

Hollywood Subdivision, Inc., was dissolved by the

McBride people; yet, incidentally, included other

things, such as the consideration of the bond issue

which was being put on the properties in question

with the street work under the statutes of 1911, and

that dealt only with the street work in connection

with this property, as I understand it, this property

now^ being Hollywood Subdivision No. 3, and not

some other property that was still on hand and

owned by Dr. Jacobs on December 31, 1948.

As far as I know, I never did anything in connec-

tion with any property that was still owned by Dr.

Jacobs, or his wife, after—I say ''anything," I am
speaking in this period [18] of time now for which

these services were rendered. I did nothing in that

period of time which had anything to do with any

property that he continued to own after December

31, 1948.

Q. And the $1,000 was actually paid to you?

A. It was.

Q. As billed by your office to Dr. and Mrs.

Jacobs ?

A. I don't know who the bill went to; I don't

remember whether it was—whether the ''Mrs." was

included or not.

Q. And the services related solely to, should we

say, the transaction before the Court today, in gen-

eralized terms, with the exception of the street work

that vou mentioned 1 A. And the
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(Testimony of Emmett S. Layman.)

Mr. Nyquist: If your Honor please, I object.

This witness doesn't need any leading questions.

The Court : Your questions are very leading. Re-

phrase your question. I will sustain the objection.

Q. (By Mr. Carey) : Did these legal services

which you performed, for which the fee was paid by

the petitioners herein, relate to any other transaction

of—relate to other land* than that involved in this

particular proceeding today? A. No.

Q. Had these facts been before the government

at [19] every stage of the proceedings'?

A. I do not-

Mr. Nyquist: Objected to as irrelevant.

The Court : That is wholly irrelevant in this case.

Q. (By Mr. Carey) : Now, with relation to

Hollywood Subdivision, Inc., would you tell us the

steps relating to the incorporation of Hollywood

Subdivision, Inc.?

A. Hollywood Subdivision, Inc., was incorpo-

rated in August, 1946.

Mr. Layman: Did we stipulate to those names,

Mr. Nyquist? There is no sense in putting them in

twice, if we did.

Mr. Nyquist: Yes, Paragraph 4 covers that

point.

Mr. Layman : Then I see no sense in repeating it.

May I have that, so we won't repeat on things we

have got in the record.

Mr. Nyquist: Yes.

Q. (By Mr. Carey) : Now, going back, the stip-
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Illation states that it was incorporated in August,

August 28, 1948. A. 1946.

Q. '46, I beg your pardon. And would you, then,

in general, cover the period from the time of incor-

poration until early 1948 with regard to the cor-

poration? [20]

A. The purpose of the incorporation was to ac-

quire certain of the land in exchange for stock in

the tax-free transaction between Dr. Jacobs and the

corporation. Actually an application was filed with

the Commissioner

Mr. Nyquist : If your Honor please, I move that

that last part be stricken as a conclusion of the wit-

ness. The purpose of the corporation is stated in the

corporate charter, and his statement as to a corpora-

tion as an inanimate entity has no purpose other

than stated in the charter. If he is stating some in-

dividual, I think he should state what individual he

has in mind in stating that purpose.

The Court: I think the objection is well taken.

A. Well, the purpose—that becomes a little bit

complicated, only in this one sense, that I was one

of the incorporators and it was my purpose and it

was also Dr. Jacobs' purpose, who was my client.

Mr. Nyquist: Your Honor, I object to this wit-

ness testifying to Dr. Jacobs' purpose, and I move

that his testimony on that point be stricken.

Mr. Layman: Well, I think I am the attorney

for Dr. Jacobs, and I think I do know that was his

purpose.
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The Court : You will omit statements of the pur-

pose of Dr. Jacobs. He is available as a witness,

isn't he?

Mr. Nyquist: Will your Honor strike the state-

ment [21] previously made, about Dr. Jacobs' pur-

pose?

The Court : That will be stricken.

The Witness : Very well. I was the attorney for

Dr. Jacobs and for the company. I had advised Dr.

Jacobs that in my opinion he should not continue

in any subdivision of selling real estate in his own

name, which he had done theretofore under ques-

tionable

Mr. Nyquist : Your Honor, I don't know whether

Dr. Jacobs is in the courtroom now or not ; but if he

w^ere here this would constitute a waiver of any at-

torney-client privilege. But in that absence, I would

like to know if there is a specific waiver, so we won't

have to go in that whole matter of what he advised

Dr. Jacobs.

Mr. Carey: I don't think Counsel has the right

to raise the attorney-client privilege. I think that is

on the part of the attorney and client, and not on

the attorney himself under the applicable rules of

evidence.

The Court: You are correct on that. He may
testify.

Mr. Layman: We didn't waive that. We are

waiving only that which I testified to.

Mr. Nyquist: I don't think there can be a par-

tial waiving, that he can testify to a certain portion
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of the transaction. As a matter of fact, the rules

under attorney-client privilege permit only the

Court to raise the objection in the answer of the

client. If the client is in the room, [22] he is pre-

sumed to waive it if he makes no objection.

The Court : Is Dr. Jacobs in the room ?

Mr. Layman : He is not.

The Court : Will he be here *?

Mr. Layman: I think not. If the Court desires

him to appear here he can appear. There is cer-

tainl}^ no intention on our part to keep him away if

Counsel thinks there is some fact or truth to be

brought out because of his absence.

Mr. Nyquist: I am merely bringing out that we

can't have part of certain confidential communica-

tions put in and privilege later claimed if we go into

cross-examination on the rest of it. I am certainly

not going to try to claim such a privilege if it is

being waived, or has been waived, but I make it a

point there must be a definite waiver. We can't

have part of the evidence in on these transactions,

or communications betw^een the attorney and the

client, without opening up the whole field.

The Court: What is to be your disposition, Mr.

Carey f

Mr. Carey: I think there is this involved in the

case: Mr. Layman was president of the Hollywood

Subdivision, Inc., and can testify as to corporate

matters without in any way involving an attorney-

client privilege in a great many instances. As to the

rest of it, I think Mr. Layman is [23] prepared to
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testify as to the conversations which he discussed,

and the matters which he discussed with Dr. Jacobs,

in order to have the whole matter come before the

Court.

The Court: We will proceed. Will you repeat

your question?

Q. (By Mr. Carey) : What we are trying to get,

Mr. Layman, is this period between August of 1946

and early 1948. As president of the corporation, you

undoubtedly had knowledge of the corporate affairs,

did you not 1 A.I did.

Q. And would you relate some of those—would

you tell us about this period between August, 1946

and early 1948, as president of the corporation ?

A. In the corporation we originally started out

to acquire Subdivision 2 in exchange for all of the

capital stock of that company. That application was

duly filed with the Commissioner of Corporations of

the State of California. Dr. Jacobs became ill, he

had an operation, he went to Nevada, he wasn't able

for a substantial period of time to attend to his af-

fairs, and as a result that proceeding, insofar as No.

2 was concerned, was completely abandoned. In con-

nection with that plan—and I am speaking now of

Subdivision 2—in addition to considering the un-

desirability of Dr. Jacobs having complete per-

sonal [24] liability in connection with sales of land

or street contracts, we did look into the question of

income taxes, which originally did not even consider

the problem of whether or not we would sell the

stock, but what would be the effect on Dr. Jacobs or
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the effect on the corporation, or the effect on them

both jointly if, instead of him engaging in the busi-

ness personally, he engaged in the business—or he

had this corporation engage in the business of sell-

ing lots. At that time we originally had not con-

sidered whether or not we could take the ultimate

step of selling the stock.

Mr. Nyquist: Your Honor, I object to all this

line of testimony as to what was considered and

wasn't done in earlier years, as being immaterial

and irrelevant.

Mr. Carey: I think, if your Honor please

The Court : You can testify.

Mr. Carey : If your Honor please

The Witness : He said I could testify.

The Court: Now, just a minute. You are a wit-

ness at the present time, not an attorney. Keep that

in mind.

The Witness : I beg your pardon.

The Court : Keep that in mind.

The Witness: I will try to.

The Court: Proceed. [25]

Q. (By Mr. Carey) : During this period of

time, then, the corporation did not complete the is-

suance of the stock under California law because of,

shall we say. Dr. Jacobs' health?

Mr. Nyquist: Objection, your Honor, to leading

questions again.

Mr. Carey : I will withdraw the question.

Q. (By Mr. Carey) : Why did not the corpora-
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tion secure the issuance of the stock during this

period of time?

The Court : You may answer.

A. Proceeding on Subdivision No. 2 was aban-

doned, as I understand it, because of the complica-

tions of the time element that arose out of Dr.

Jacobs' illness. The question was brought into ac-

tive being again early in 1948, when Mr. Frank

McBride, Junior, who does business as a real estate

broker in Sacramento, California, under the name of

McBride Realty Company, and who then did, came

into my office in San Francisco with Dr. Jacobs. I

do not purport to remember in detail each word that

was said by each person present.

Mr. McBride is in the real estate business, and

what he wanted—perhaps, before I say that, not

only was he in the real estate business, but he had

been the agent w^ho had sold the lots that had been

sold in Subdivision No. 2, and the operation had

been successful, or whatever word should [26] be

used for the result that he accomplished. He wanted

either the right to sell those lots, and when he was

told he couldn't have that, because we weren't in-

terested in continuing and getting into the same pic-

ture that they had, he said, "Well, can I buy it, and

buy it now?" He was referring to the land that was

then in Hollywood Subdivision No. 3. He was told

that he could not buy it, that the land was not for

sale, and that he would not be permitted to be a real

estate broker in the sale of the lots. However, he

was also told that he might be able to acquire con-
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trol of the land by buying the stock of the corpora-

tion that owned it all.

He was also told that there was nothing that could

be done about it, although he was quite anxious to

proceed.

The Court: He was told by whom?
The Witness: By me, in the presence of Dr.

Jacobs.

Mr. Nyquist: I move that last statment, about

"he was quite anxious," be stricken as a conclusion

of the witness.

The Court : That will be stricken.

Q. (By Mr. Carey) : Did Mr. McBride at this

time offer—make an offer to purchase the stock,

make a firm commitment—excuse me—an offer to

purchase the land at this time ?

A, As I understand the words "firm commit-

ment" he did not. He wanted to know whether he

could buy it. He didn't [27] say, "I offer to buy it

for $100, or $200," or any other figure. He said, "I

would like to buy it if you will sell it. Will you sell

it to me?"

Q. And what did you say ?

A. He was told by me in the presence of Dr.

Jacobs, and on behalf of Dr. Jacobs, "No," it would

not be sold to him. I don't wish to in any way go

back on the Court's ruling, and I will try to state it

in a fashion that will be factual and not a conclu-

sion, that Mr. McBride told me that springtime was

the time to start selling real estate, and that that was

the reason that he hated to see me go away, because
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of the time element, and didn't I have somebody

else in my office that could handle it in my absence,

and I told him I did not, that I would have someone

in the office do as much as I felt could be done in my
absence.

Q. Was there any commitment, or any deal, or

any other commitment between either Dr. Jacobs or

Hollywood Subdivision, Inc., to Frank McBride, Jr.,

or any other person at this time ?

Mr. Nyquist: Objection, your Honor. That calls

for the conclusion of the witness as to whether there

was a commitment. I think he can testify as to what

was said, but whether what was said is sufficient to

constitute a commitment, I believe, is a matter for

determination by the Court, and would be a conclu-

sion on the part of this witness. [28]

The Court: The objection is well taken.

Q. (By Mr. Carey) : Did you, Mr. Layman, in

any way at this time indicate that you would be will-

ing to sell land to Mr. McBride, either from Dr.

Jacobs or the corporation, either or both?

A. Mr. McBride was told, in what I would de-

scribe as unmistakable language, by me, that under

no circumstances would Dr. Jacobs or Hollywood

Subdivision, Inc., sell to Mr. McBride or anybody

else so that he, Mr. McBride, could act as the agent

in the sale to anyone else, any part of the real estate.

He was told that there would be no program for a

commitment, that we could run out, he could run out

of it, and that there was never to be anything bind-
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ing, but that nothing could be done until after I re-

turned from AVashington.

Q. Shortly after this time did you go to Wash-

ington ? A. I did.

Q. And remained there until—when did you re-

turn, approximately?

A. Some time early in March of 1948.

Q. Of 1948? At this time, with reference to the

stock of Hollywood Subdivision, Inc., what steps

were taken to procure the issuance of the stock ?

A. In my absence an application to the Commis-

sioner of [29] Corporations had been prepared for

filing. The two things that were left—I say "two,"

there may have been more than that that tie in that

I don't remember at the minute, because I don't re-

member every word that was in the application. It

could be obtained if necessary.

The two things that were left out, however, were

the number of shares and the value of the land. The

Commissioner of Corporations will not issue a per-

mit to exchange stock for land unless there is an ap-

praisal by reputable real estate brokers familiar

with the property, and immediately, or shortly after

my return, I am sure that Mr. Frank McBride, Jr.,

and his brother, Thomas, who is an attorney, were

in my office, and we discussed the matter further,

and I told Mr. McBride that what we would need

would be an appraisal from him that we could sub-

mit, so that I would know what figures could be

used, and we had a discussion. There may have been

some correspondence on it.
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We got a figure of $175,000, which turned out

afterwards not to be as good as we thought. The ap-

plication was filed with those figures. At that time

we did not have the appraisals in form to submit to

the Commissioner of Corporations, and then Mr. Mc-

Bride and I—I am speaking now of Mr. Frank J.

McBride, the realtor, not his brother—Mr. McBride

sent to me an affidavit, in affidavit form, an affidavit

of a Mr. Lawrence. I have forgotten his first name

now, [30] but that is available, if desired, and of Mr.

McBride himself, stating that in their opinion the

fair market value was so much value, and in as-is

condition, and I immediately transmitted those two

appraisals to the Commissioner of Corporations of

the State of California, and within two or three days

thereafter, namely, on the 29th day of March, 1948,

the Commissioner issued his peraiit, authorizing us

to exchange 1750 shares of stock for

Mr. Nyquist: Objection, your Honor, to the wit-

ness stating the contents of the permit that was

issued. The best evidence would be the permit itself.

The Witness: It seems to me
The Court: You are a witness, you are not an

attorney at this time.

Mr. Carey: If your Honor please, the permit is

available.

The Court : I think he may testify, if he knows.

Mr. Carey. : I think the contents are fresh in Mr.

Layman's mind.

Mr. Layman : Show the original to Mr. Nyquist.

The Court: Just a minute, now.
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Mr. Nyquist: My point is, your Honor, we are

dealing' with various transactions and events, and

exact dates might be quite important.

Mr. Layman : Well, it is March 29th, but [31] I

would rather offer that than fight the objection.

Mr. Carey: May we read it into evidence?

The Court : You may offer it.

Mr. Layman: I think we will offer it in evidence.

Mr. Nyquist: Having seen the document, yovir

Honor, I want to be sure his testimony conforms to

the written document. I won't require that he put it

in, now that I am satisfied on the point.

The Court: Proceed.

Q, (By Mr. Carey) : Mr. Layman, you testified

that the permit to issue stock was granted by the

Commissioner of Corporations on what date ?

A. The 29th day of March, 1948.

Q. And what happened after that ?

A. Almost immediately, and I cannot at this date

be positive whether it was the 30th or 31st of March,

or the 1st or 2nd of April, but I do know it was not

later than the 2nd of April, the stock was issued in

exchange for certain described lots which—do we

need—if the Court wants the numbers I would be

glad to put them in. I do not remember the lot num-

bers, the numbers of the lots, offhand, but I can

verify that if that is deemed necessary.

The records indicate that the date was March the

30th. It could be, however, that it was done on the

following [32] day, or as I have indicated there.

At that time we had—I sav "we," I'm sorrv. As
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far as I know, the doctor had no arrangement, no

agreement, to sell stock to Mr. McBride. Mr. Mc-

Bride is in court, and he can testify that he did have

such an arrangement, if that be true. I believe there

was no such an arrangement, but of course it could

have been made in my absence.

Mr. Nyquist : Your Honor, I move this last argu-

mentative portion of the statement be stricken.

The Court: It should be stricken, technically,

but we will let it stand.

A. (Continuing) : And thereafter, and I am
sure that this was myself rather than Dr. Jacobs, be-

cause I still was the president of Hollywood Park

at this point—I'm sorry, I was still president of

Hollywood Subdivision, Inc., at this point; and we

did arrange for the sale of Dr. Jacobs' 1750 shares

of the common stock of Hollywood Subdivision, Inc.,

to Hollywood Terrace, Inc.

The stipulation of facts does contain some refer-

ence to that corporation, and I will not elaborate on

it here, but just in the interest of continuity, so that

it is in the record, a reference could be made to it at

this point.

At that time Dr. Jacobs received a promissory

note of Hollywood Terrace, Inc., which had little or

no assets other than the stock of Hollywood Sub-

division, Inc., which it [33] then acquired, which

stock was pledged by an instrument of pledge to Dr.

Jacobs, and the stock was reissued in the name of

Hollywood Terrace, out of Dr. Jacob's name into the
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name of Hollywood Terrace, Inc., and then was re-

issued into the name of Dr. S. Nicholas Jacobs,

pledgee.

I believe—if the date is impoi'tant, perhaps I

should check the record a minute. My recollection is

April 5th as the date of that transaction. If it is

important and Counsel is worried about it, I would

prefer to check the record rather than stating it.

At that point in the transaction Dr. Jacobs was

the owner of a promissory note secured by—promis-

sory note of Hollywood Terrace, Inc., secured bv

1750 shares of the common stock of Hollywood Sub-

division, Inc., Hollywood Subdivision, Inc., contin-

ued to be the owner of the real estate, and Holly-

wood Terrace was the owner of the 1750 shares, sub-

ject to the pledge to secure the promissory note that

I have just mentioned.

On the 6th of April, and this, too, is part of the

stipulated facts, particularly the photostatic copy of

the letter, Mr. McBride requested that we permit

him to dissolve Hollywood Subdivision, Inc., and a

day or two later that permit was forthcoming, and

Hollywood Subdivision, Inc., was dissolved.

At the end of that third transaction, [34] namely,

the dissolution of Hollywood Subdivision, Inc., it

ended up by Hollywood Terrace, Inc., being the

owner of the real estate that we have been talking

about. Hollywood Subdivision, Inc., disappears out

of the picture, and Dr. S. Nicholas Jacobs is now the

owner of a promissory note in the same sum, but in-
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stead of being secured by a pledge of stock, is se-

cured by a mortgage on the real estate.

Q. With respect to the dissolution of Hollywood

Subdivision, Inc., was that done at Dr. Jacobs'

—

so far as you know, to your knowledge, was that

done at Dr. Jacobs' request?

A. That was done, as is indicated by this letter,

at the request of the McBride interests. Technically,

I think it was done at the request of Hollywood Ter-

race, Inc., and I wouldn't want to think that I didn't

recognize that distinction.

Q. To your knowledge, did Dr. Jacobs at any

time ever own any stock in Hollywood Terrace, Inc. ?

Mr. Nyquist: Objection, your Honor, for two

reasons. One, the question is bad, and, two, the fact

that it is stipulated.

The Court: If it is stipulated, there is no pur-

pose in asking it.

Mr. Carey : I withdraw the question.

The Court : Is it stipulated, Mr. Carey % [35]

Mr. Carey: It is, your Honor.

I have no further questions at this time.

The Court: Are you tendering the witness for

cross-examination %

Mr. Carey: Yes.

The Court : You may cross-examine.

Mr. Nyquist : May we have our mid-morning re-

cess at this time, your Honor?

The Court: We will take a short recess.

(Short recess.)
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Cross-Examination

By Mr. Nyquist:

Q. Mr. Layman, going back to this matter of the

three subdivisions that you have testified to, I be-

lieve Hollywood Park No. 1, Hollywood Park No. 2

and Hollywood Park No. 3. A. Yes.

Q. In the early part of the year 1948 was there

any of the land in Hollywood Park Subdivision No.

Heft?

A. I couldn't answer that question. I think not,

but I couldn't say.

Q. I see. But do you recall about No. 2 ?

A. My understanding was that—and I am trying

to avoid using that word you just excepted to about

Mr. McBride's anxiety—but my understanding was

that Mr. McBride sold [36] out all of No. 2. He can

answer that better than I, but I believe they were all

sold.

Q. Your answer is you do not know ; is that cor-

rect?

A. That is correct; but I believe they were.

Q. But the land that was transferred to the cor-

poration and which later became the property of

McBride interests, that was entirely in Subdivision

3, was it not ? A. Correct.

Q. Mr. Layman, did Hollywood—you were the

president of Hollywood Subdivision, Inc., I believe

you testified, up to the 5th day of April, 1948?

A. Well, I was the president. I think it was the
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5th day of April when I got out. The company's

records that you subpoenaed I am sure will show

that.

Q. And during the period that you were the

president of Hollywood Subdivision, Inc., did it ever

have a bank account? A. It did not.

Q. Did it ever pay any salaries to any em-

ployees ? A. It did not.

Q. Did it ever have any books of account ?

A. It did not.

Q. Did it ever buy or sell any real estate *?

A. So long as I was president of it, it did not. I

Nvould like to correct that, in this sense: You are

not [37] including in that the exchange by which we

acquired that transaction and issued our stock, other

than that one transaction'? So long as I w^as presi-

dent, it neither bought nor sold real estate. I just

want to make sure that exchange I am excluding

from my testimony.

Q. Did it ever enter into any other business

transactions for the purchase or sale of any type of

property ?

A. Well, not as far as purchase or sale of other

types of

Q. Well, that is all my question relates to, is

purchase or sale. A. Oh.

Q. Mr. Layman, who is John P. Fryer?

A. John P. Fryer was an associate, a lawyer who

was working in my office, employed by me. I call

him one of my associates, just as Mr. Carey is now.
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He was at the time. He left me shortly after I rf3-

tiirned from Washington.

Q. And who is or was Daisy G. Kerner?

A. She is my secretary, my office manager, the

No. 1 girl in my office. I have five women working

in my office.

Mr. Nyqiiist : No further questions.

Redirect Examination

By Mr. Carey

:

Q. Mr. Layman, Mr. Nyquist asked you if Holly-

wood Subdivision, Inc., ever engaged in any busi-

ness transactions. [38] Do you recall whether it did

or did not ?

A. Well, business transactions, we had—the

work of the street impi'ovement, whether that was

done in the name of Hollywood Subdivision, Inc.

—

it probably was not, because it was done—that's cor-

rect, it was not. No, it did not enter into any other

business transactions. Correct. I was about to get

confused.

Mr. Carey : No further questions.

The Court : You are excused.

(Witness excused.)

The Coui-t: Call your next witness.

Mr. Carey: Mr. Robert L. Schwerin.

Whereupon,
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ROBERT L. SCHWERIN
called as a witness for and on behalf of the Petition-

ers, having been first duly sworn, was examined and

testified as follows

:

The Clerk : Will you please state your name and

address for the record *?

The Witness: Robert L. Schwerin, and my ad-

dress is 781 Market Street, San Francisco.

Direct Examination

By Mr. Carey

:

Q. What is your occupation, Mr. Schwerin ?

A. Certified public accountant. [39]

Q. Have you been, or were you retained by the

petitioners. Dr. S. Nicholas Jacobs and Dolores I.

Jacobs, to perform accounting services for them %

A. Yes. I have been the accountant for Dr.

Jacobs since 1926.

Q. With relation to the transaction—^well, shall

we say the liquidation of the note given to Dr.

Jacobs by Hollywood Terrace, Inc., are you familiar

with the transaction as it occurred through the years

from 1948 to 1951 ?

Mr. Nyquist: Objection, your Honor, to this line

of testimony. There are no allegations of fact in the

pleadings concerning any of the events after this

year, and it is completely irrelevant to the principal

issue here.

The Court: What year did the question call for?

Mr. Nyquist : 1948 is our year before the Court,

your Honor.
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The Court : And what year did this question call

for?

Mr. Carey: I ineoi-porated 1948 to 1951, but I

will break it down and start with 1948.

The Court: Proceed.

Mr. Nyquist: I might further object, even inso-

far as 1948 is concerned. There are no allegations of

fact in the petition on this matter of payment, and

they appear to be

The Court : We do not have a question before us

now. [40]

Q. (By Mr. Carey) : With relation to the year

1948, Mr. Schwerin, do you know how much money
was paid to Dr. Jacobs by Hollywood Terrace, Inc.,

on behalf of this note ? A. Yes, sir.

Mr. Nyquist : Objection, your Honor. In the first

place, it is irrelevant what was paid on this note.

The stipulation of facts stipulates that the fair

market value was $125,000; that was the figure in

which it was included in the taxpayer's return, and

that is the figure which was used in the deficiency

notice; therefore, there is no issue of value of the

note, and there are no allegations in the petition

with respect to dates of payment. I will make the

further objection

The Court : How is this pertinent ?

Mr. Carey: If your Honor please, the govern-

ment is taking the position that this was the sale of

land and the sale of stock. We are carrying it on

further and breaking it down in the ultimate steps

in the sale of land, if that is the position that the

government is taking.



t)4 S. Nicholas, et noc. vs.

(Testimony of Robert L. Schwerin.)

The Court : Proceed.

Mr. Nyquist: I make the further objection, al-

though this witness has testified he did some account-

ing for Dr. Jacobs, the question is what payments

Dr. Jacobs received, and I think Dr. Jacobs is the

only man in a position to know what [41] payments

Dr. Jacobs received.

Mr. Carey: I will reframe my question.

Q. (By Mr. Carey) : Are you familiar with the

books of account kept by Dr. Jacobs of his financial

affairs? A. Yes, I am.

Q. And do those books of account reveal certain

payments received in the year 1948 ?

A. They do.

Q. From this note in question, what were those

payments ?

Mr. Nyquist: Objection. Further objection, your

Honor.

The Court: Objection overruled. He may an-

swer.

A. The payment—the amount paid in 1948 was

$28,364.57.

Q. Have you computed, on the basis of profit that

you—pro rata profit based over the period of the

payments of the notes—what profit was realized on

that payment? A. Yes.

Mr. Nyquist: Objection, your Honor. This is a

matter

The Court: We have no question before us.

Mr. Nyquist: on which we have no allega-
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tion. [42] He was asked whether he made a compu-

tation.

The Court: Well, we will let him testify.

Mr. Nyquist : All right.

The Witness: The gross profit to be realized on

this transaction

Mr. Nyquist: Objection, your Honor. This re-

sponse is not in answer to the question. The ques-

tion called for a yes or no answer.

The Court: He answered '^Yes."

Q. (By Mr. Carey) : What was that computa-

tion?

Mr. Nyquist : That is the point I object to, your

Honor. The pleadings contain no allegation of fact

with respect to

The Court: It may be immaterial, but we will

hear it.

A. The calculation was made on the basis of the

stipulated prices, which are sale prices, $125,000,

and the cost of $90,858.47, which gives us a gross

profit to be realized, of 72.7 per cent. In 1948, 72.7

per cent of the amount collected of $28,364.57

amounts to $20,621.60.

Q. (By Mr. Carey) : Have you—on the basis of

that computation, have you calculated Dr. and Mrs.

Jacobs' income tax liability for the year 1948? [43]

A. Yes, sir.

Q. And what was that computation?

The Court: Well, how is that pertinent?

Mr. Carey : I think, your Honor, it is a continua-

tion of the breaking down of the steps that the gov-
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ernment insists right along has to be done in this

transaction.

The Court: I haven't heard anything to that

effect this morning. The negotiations which you

have had with reference to discussions with govern-

ment officials have no place here. This is a trial.

Mr. Carey : I think, your Honor, that the allega-

tion of the fact that there was no deficiency, perhaps

that is an ultimate fact. The allegations which we

have made concerning that there was no deficiency

in the year 1948 is borne out by the testimony of the

witness.

The Court : He may answer.

A. I recalculated the tax

Mr. Nyquist: Your Honor, I think perhaps the

petitioner misunderstands the procedure. I think

this is properly a matter for Rule 50 Computation,

which we are not called upon to make at this time.

The Court: It may be, but we will hear it.

A. I recomputed the tax for 1948 based on the

net income as shown in the revenue agent's report,

and I revised the profits on this transaction to $20,-

621.60, and on the [44] bases of this recomputation

the tax was $55,021.49. They paid, Dr. Jacobs and

his wife, had paid $62,470.20, which would result in

an overpayment of $7,448.71.

Q. Or a net decrease in taxes of how much, did

you say ^ A. $7,448.71.

Q. With reference to the basis which you use for

computing profit on each one of these payments, what

adjustment did you make, if any, with respect to the
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$1,000 attorney fees paid by Dr. Jacobs to Mr.

Layman I

A. I deducted the $1,000, or added it to the cost,

deducted it from the gross i^rofit.

Q. I see. Now with respect to the year 1949, did

you do exactly the same thing? A. Yes.

Q. Would you give us those computations?

A. In 1949 the doctor

Mr. Nyquist: Objection, your Honor.

The Court: Now is that pertinent? What dif-

ference does it make in this?

Mr. Carey: Well, I think, if I am not mistaken,

your Honor, we have taken the position in the peti-

tion that if this is to be regarded as a sale of land, as

a step transaction, that it should be regarded com-

pletely so, and that the pay-out over a period of sev-

eral years should be [45] taken into account as well,

rather than crowding all of the income from this

sale of land, so to speak, into one taxable year when,

in fact, it was not so received by the taxpayer.

The Court: The details of what happened in

1949, 1950 and 1951, how are they pertinent at the

present time?

Mr. Carey: To show, your Honor, that no

greater amount than 30 per cent of the purchase

price was received in 1948, the tax year in question

;

to show, if your Honor please, the ultimate pay-out

when the note was ultimately paid off, and the effect

upon Dr. Jacobs' taxes for the four years which

would be affected if we break it down into those steps.

The Court : He mav answer.
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The Witness: The payments received by Dr.

Jacobs in 1949 amounted to $74,762.98.

Q. (By Mr. Carey) : And the net profit?

A. The net profit, on the basis stated before,

would be $54,352.70.

Q. And the recomputation of taxes ?

A. The recomputation of taxes on the same basis

of 1948 and taken from their tax return, which has

not been audited, would be $40,703.82. They have

paid $11,293.88. This would result in additional tax

of $29,409.94. [46]

Q. And did you make the same computations for

the year 1950"? A. Yes, sir.

Q. Would you give us those computations'?

A. Yes, sir. In the year 1950 the doctor collected

$12,225.77, and based on the 72.7 per cent ratio, the

profit would be $8,888.16.

Q. And the recomputation of the taxes, what

would that show %

A. The recomputation of the taxes for 1950

would be—the tax would be $23,263.61. They paid

$19,119.16, which would result in an additional tax

of $4,144.45.

Q. Did you perform the same function for the

year 1951?

A. Yes. In 1951 1 had to use a figure within a

—

approximate figure—but it is positive within $100

of the actual amount, because I didn't have access to

the records when I made this calculation last night.

The Court: What did you base it on, if you

didn't base it on the records'?
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The Witness: I based it on the sheets I had,

which had all the contracts—lot contracts—but I

couldn't compute the interest which was paid.

The Court : The books do not show this ?

The Witness: Yes, sir; they show it. We [47]

could procure them, but last night I was checking

them, and I didn't have the calculations, but I did

have the lots and amounts of money collected. It is

just a matter of interest that I collected during the

year, but I am positive that I did not collect the

amount of money I have estimated.

The Court: Proceed.

The Witness: $500 would be the collection, and

the actual contracts collectible at this point were

$7,241—$7,201.41. They paid these collections, which

would include $300 interest. The profit would

amount to $5,452.50.

Q. (By Mr. Carey) : And the recomputation of

taxes, what would that show ?

A. It shows a tax of $13,417.10, and the tax paid

shows $10,677.68, and on additional tax of $2,810.42.

It shows on the entire transaction that they col-

lected $122,853.42.

Mr. Carey : That is all, your Honor.

Cross-Examination

By Mr. Nyquist:

Q. Mr. Schwerin, did you make the original

entries in these books from which you derive these

figures ?

A. I made these all on my own work sheets.
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Q. Your figures are derived from your work

sheets, you say ? [48] A. Yes.

Q. Who makes the entries in Dr. Jacobs' books,

if you know?

A. Well, he has a bookkeeper at the hospital that

would handle his individual books.

Q. I see. Do you have his books here?

A. No, I do not.

Mr. Nyquist : I move the entire testimony of the

witness be stricken, your Honor.

The Court : We will let it stand.

Mr. Carey: May I see those, Mr. Nyquist?

Mr. Nyquist: Yes.

Q. (By Mr. Nyquist) : Did you prepare Dr.

Jacobs' 1948 income tax return?

A. Yes, sir ; I did.

Q. Is this it ? A. Yes, that is it.

Q. That is his return?

A. That's right; yes, sir.

Mr. Nyquist: At this time I will offer in evi-

dence a photostatic copy of Dr. Jacobs' 1948 income

tax return.

The Court: Of what year?

Mr. Nyquist: 1948.

The Court : It will be received as Exhibit B.

(The document above referred to was re-

ceived in evidence and marked Respondent's

Exhibit B.) [49]
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aar hart ih* aanaei oa liae (/) plea the aaoaat ci toy IM) capital loaa catry-oTer ooi uaad ia liac (/)

Sabcrict liae(r)froa liaeQ) aad eater the reaaiader here Tbu ii your capinl loaa cafTy-o»cr to 1>49

(») WIOrWTY OTM«ll TMaW Ca>ITAL fUTf

i
MIMMMMM

^ Tocah.

t Tocai aeigaia or loa'Ccol— Mtm4 aiaaa the laa o< colaaM i aad «). Eaicr oa liae 2, Scfcedale D. page 2. Fora !





'5

. rrmmB ecmicTioMt—rea rc««ow« mot utma tax t*m.i om rasl 4 e« (Tanoamo ocmictk
11 r.:,.|u. 1 •n.l >.!• 111.1 W> >l '. i>»l.<li ll» >i«r^i> kiuiu. .m.1 ..... iinuu. i .I..I1.. t. :•. u,r ..IJ..1 i...,.|

m ON LIMI t KLOW—

Dr^i.h* JrJv.iNXy ml itatt to »hafn riij. If more tfarr ii ncvjrj, litt Jr.ludmo* on •eftittt ihvrt of t'f** ''^ •Mj.ri to ih.i rvnirn.

^

AnmuQl

$ 265.

CoatrtbutlMS
50snHF.nirr.K a ."paohk^ Z65

/
Allowtblc Giairibaiiofu (doc in eitCMof 1) pcrcoic of iica 6, pafc 1) -50

».-.

Mmst -
Toc*l loicteM ^

- - ».

_ J^7a2_

Tuts /finHKDirr.K attap.hkp l,7fl2 M
31

S.Lessn fran

Bra, storm, M
ottMf casual-

ty, or tlMn. ToitJ Allowtblc Loan (not compcnutcd bj iniurahcc or oiberwiic)

$_

Madfcal

and iwitai

upaosas.

- - --

»-

Allowable Medical and Denial Eipeiuca. See Inscrucciooi lor limiiaiioo

S- -

1,652 li

l.H$2

Misnl-

taMeos

(Saa

Itstractlom)

^HSI>VTiS ATTACHED

/
7flTnfil Mitrcllanenti* rV^'Kri'ini t - -

TOTAL DEDUCTIONS » 3,800 59
TAX COMXtTATlOW rOW PCMSOMS NOT U«N(0 TAX TAOLC OH PAGE 4

1. Enccr amount thown in iicoi 6, page I. This 11 your A J justed Grots Income .-

2. Enter DKDOCTION'S (if deductions arc itemized above, enter the total of such deductions, if adjusted Ktt»u inc.irne (line 1.

aboTc) IS $^.000 vir more and deducii.MU arc not itemized, enter the standard deduction of $1,000 of 10 percent ^.f line 1,

above, whichever is the leuer, or $y30 ij thia la the separate return o< a married pcnuo)

). Subtract line 2 from line 1. Enter the difference here. This it four Net Income

4 Multiply $600 hv iiHal number of eaemptions clainKd in item 1, paj^ 1. Enter total here -

^- Subtract line 4 from line 3- Enter Jilfercnce here

Uns I. ;, aa I ttMiM k* li«a k ONLY kr i *«h (NSM « i nnM pinai Baklni a n»nti ntm
t Lite the tai rates shown in Instructi.Kis to figure your tentative tai on amount shown in line 3 (i/ item ), iboTC, includes

partiilly tax-eiempt interest, see InsiruciuMil). Enter the tentative tax here.. - .....

7. U Lac 6 u (*} ooc over $400, enter 17''o 0/ amount on line 6
(It) over U~X> but not over $1 W.OOO. enrrr ?<.s pljs i:*",, of the ei:e« .iver $400
(i) over SlJO.aX), enter $i:.':)pUsJ-S''i .f ihr c.,r«« .»rr Si in.XIO

a. Subtract line 7 from lint 6. Enter the Jnf.-rcn.e here Pm is v .ur ...nih.r.rj n.irmal tax and surtax

Ums S Ii 13 ilnuM to lUM l« ONLY R IMs It i HM titura ol liusbaml aid tritt

9 Inter here one hall of amount on line 3. ab.i»e

IC L'se the tax rates shown in Ir<iruiii.>nt to figure your tenaiive tax r,n am.tunt shown in line 9 (if item 3, above, includes

nariiiilv tis titnipt intrrrtt, see lrsiru.;tions). Enifr the tentative tax here

11. Ii line 10 It ,\ti n.it over $4J0, enter iT'o if amount .n lin: 1,1 _

(*) over $4.» but not >v;r SlX.JOO. enter 5*8 plus 12% r.f ih: e.-ets >ver $400

(0 over SIJO.JOO. enter $i:,J23 plus ) .-sTt, 'J the ciceti jver $IX.X0
12. Ssbmct line 11 from line 10. Enter the iilfeiencc here .-

1 vour combined normal tax and surtax13 Multiply amount on line 12 by 2. Enter this tax here. Tliii

1 4 If alrematiTt tax computation it made o«l teparate 'vhedule D, tntet here tax from line 12 on back of Sch edule P..

n |M mtf n« itMON aidKflN la k* 2, tatprt Im IS^ II,< IT, ud an m I'm II (to bm Hm im tnttrtd on liw I, ll.

14. wNcMm Is NiplcaUl I

13 Enier here any income tax paymentt to • foreign country or U. S. pottetaioo (attach Form 1116) 1 5

16. Enter here any iticome t&x paid at aource oo tAx-free jovtnant bond intetett 1

17. Add the figures no linea 13 and 16 and enter the total here

la SiibtTa.ilinel7(fomlinc!l,13.-'r 14. whicheverit applicable. Enter Jilfercnce here and in item 7, page 1. This is

$-142,-725

-138,925

7a

.5^
19
SiO.

-la.

Lea
.4Q,.a9.a .83

4^9.-^9 I Rfi

S6,Q58 '-£1

,72^117 i-a4

63 f 070 I 20
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(Testimony of Robert L. Schwerin.)

(Copy)

Treasury Department

Internal Revenue Service

100 McAllister Street Building

San Francisco (2), Calif.

Office of the Collector

First District of

California

In replying refer to

BR 708

March 15th, 1949.

S. Nicholas & Dolores I. Jacobs,

Sutter St., between Hyde & Larkin,

San Francisco, Calif.

Dear Sir and Madam

:

Receipt is acknowledged of your letter of recent

date requesting for the reasons therein given, an ex-

tension of time within which to file your return of

income for the calendar year ended December 31sf,

1948.

You are hereby granted an extension of time to

April 15th, 1949, within which to file Form 1040 and

make payment of the tax shown thereon to be due.

In all cases where an extension of time is granted,

interest is collectible at the rate of one-half of one
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per cent a month from the due date up to and in-

cluding the date of payment.

This letter or a copy thereof must be attached to

the return when filed, as authority for the extension

of time herein granted.

Very truly yours,

GEO. E. SCHOENEMAN,
Commissioner

;

By JAMES J. SMYTH,
Collector.

Dr. S. N. Jacobs and Dolores I. Jacobs

1065 Sutler Street

San Francisco, California

Supporting Schedules for 1948 Income Tax Return

Contributions

:

JeAvish Natl. Welfare Federation, Inc $ 25.00

American Natl. Red Cross 35.00

S. F. Chest 20.00

Hoyt R. Wood Memorial Fund 25.00

Guide Dogs for the Blind 10.00

Sammy Kaye—Hospital Entertainment 10.00

Father Flanagan's Boys' Town 2.50

S. F. Tuberculosis Assn 2.00

S. F. Guild Crippled Children 1.00

S. F. Opera Guild 10.00

$ 365.00
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(Testimony of Robert L. Schwerin.)

Taxes

:

California State Income Taxes $ 1,040.52

Marin County—Real Property 263.40

Ross City—Real Property 87.84

State & City Sales Tax 352.12

Auto License 30.00

San Francisco—Personal Property 8.43

$ 1,782.31

Other Deductions:

Unemployment Ins $ 30.00

Expenses in connection with pro-

fession :

S. F. Medical Assn 215.00

American College of Surgeons 25.00

Commonwealth Club 12.00

Subscriptions 76.00

Auto Expenses:

Upkeep $ 660.00

Insurance 129.63

Depreciation 380.04 1,169.67

1/2 Home Telephone 125.11

Total Other Deductions $ 1,652.78

I
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Dr. S. N. Jacobs

Dolores I. Jacobs

San Francisco, California

Income

Schedule C

:

Total Receipts

:

Sales—Cash $ 29,626.98

Installment 75,614.99

Interest earned 3,191.08

$108,433.05

Item 9—Cost of Sales

:

Sales—Cash $ 14,009.74

Installment 37,993.98

$ 52,003.72
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COMMITATIOM 0« ALTtHHATIVt TAX

I u^ IMS. mJ IM i tr I. p^ ]. riTB IMI la

I itf CKCM 1*1 nci liviji icrm

!'>•« in liiwt 4 ifxl 10 (t

1 Lnici ihc iniomc tt..m ciihct line \ il vpiiitc

2 If •rpafjlc rciurn, mirr ncf l<in)|-ierm lAptuI f,

inn in line t. S^hcjulr I). Ini ihr lum ..) ir

\ Kiluiic (lint I Ini Imr 2

4 Enter tcniAfivc l«i •« amtiuni (Hi line \ ^Scc Form 1040 Intirui tfrn

) If lint 4 II (<: N.H ..>cr t4Q0. enter IT^r »< imiiunt on lioe 4

C», Over $400 hut n..i in ciiCM ..I $100,000. cnici |6« pJut IJ^i •>< the ci

0) 0»er SIOO.OOO. enter SI2.020 plui •) 7^^; ..( the eiieit ii«rf $100,000

6 BaUme (line 4 Ini lint y Thii ii ihc pirttal Iji l..i t Kfxraie return

7 If vou ire hiing • lomt return, multiply anx'uni im line « ht lo.i

5 U leparAte return, enter V)^ «4 Ainimnt tm litie 2. it )oint return, enter full unuunt (

9 Enter iBtHini hum either line 6 tie 7. whichever it appJuable

10 AlternitKe iii (line n plu< line 4)

11 EjiTcr total mvnal tii and uirlai from pafe I. Form 1040 (cither line

12 Tai liabiliti (line 10 •> II. whichever II imaller Enter here and alt.

•n pane 1, F.'>ni il**

lapital icain ..<er net >h..ri term .jpiial l.ni ih

if |oint return, enter one half <4 atxh amount

$__

S

I) »hKhev appluable

Item 14. page 1. F.nm 1040

INSTHUCTIONS—(R*f*rMt«M ar* t* th* Internal II*«miu« C«4*)
GAINS AND LOSSES FROM SALFS OR FX( HANC.ES OF

CAPITA! ASSETS AND OTHER PROPERTY —Rcpft Jeiaili m
Khedulc (Ml other tide

"Capital aawtt" dcfioctJ.—The term "capital aueti' tiKans All prop-

enr held hv the laipaver (whether or ru>i Ciinnected with hii trade or nuai-

neaa) but di«i NCTT irnlude

(<) Ktxk in trade or other proficrtv of a kind propcrlv includible m hii

in*ent«M7 if on hand at the cl.iae of the tatable rear.

(1) prupeny held bv the taipaver primanlv lor tale to cutlomeri in the
ordinary counc (rf hit trade tn hutinett.

(r) |)riiciertv uted in the trade or butinett t4 a character which it tubKct
to tlie allowance lor dcprcciaticwi provided in teclion 2) (1).

(^ real prtipertr ujcd in the trade or butincu tif the taipaver,

(a; aa oUifation (i< the U S oc anv of iii piaieuiont or ii< a State or

Tcmlury, or of anv piilitical lubdiviiion thereof, .* of the Ditirict

(WColuinbia, iiaucd on i» alter March 1, 1441, on a diKount balil and
pajribic without interest at a hied maturity date not exceeding one
year from the date of laatK

II the total of the dittribution to which an employee it entitled under an
eoipfoyeea' pcnaicjn, bonut, or pri4tt-tharing irutt plan meeting the require-

enu cd leaion in (a) ii received by the employee in one taiable year, on
atcouot of the employee i teparaiion from the icrvicc. the a|||irc(ate amount
<rf iixh diitnbutioa. to the eiicnt it eicecdi the amixinit contributed bv
diceinploTct. thall be treated at a gam from the talc or etchange of a capital
aaKt held fgr m«ve than 6 rooniht

A capilal gam dividend, at dchncd m leciion )62 (relating to lal on regu-
lated invatment companiei;. thall be treated bv the thareholdcr at gaini
ifoni Che talc tv eichaiiae >W capital aaaeti held for more than 6 monthi
Sobacnicm (j) and (k) at tei-tiun 117, m effect, provide that all trant-

aetiooa covered by thefc tcibaectiont thall, in the event of a net gain, be taken
lato account at V> percent at in the caie <>f longicrm capital gam but. in the
event (4 a net lota, thall he taken into account at 100 percent ai in the caie
caf property other than capital ataert Thut, in the event of a net gam, all i

thould be entered in the long-terra capital gaint atid
j

thrte tranaactit

loaaea portion of Schedule Don the other
all thetc tranaactiooa thould be entered
aaaeta pcvtion of Schedule D. or in tu

•R applicable

Even though the law eicludet depreciable and
trade or butinett from the de^n
tubaection 117 (|) prt

oi Mich propertiet pi

ctxivrriKNU, thall be contidered ai caint and I

In the event

e prucieTty other than i

her unedulet («i F.trm 1

c&niti.nof canital

that gaint and li*

and l.>

il pr<ieicrtie> uted in the

t under tectum 117(a).
om talet and exchanget
ipultorr IK involuntary

exchange
at capital aaactt in the event the laint exceed the kaaet fro

acliini In order to ijualify unclcr tubaccmm (|\ the depreciable and real

propertiet uted in your trade or butinett mutt (a'l have been held bv you for

man than 6 montht, and (>) not held primarily for tale to cuttomen in the
ordinary coune cd your trade or butinett. ttor properly includible m your
lovenlary if on hand at the cUae '4 the taxable year Section 117 (k)
providtt that in twder to elect the tpccial treatment under lection 117 (|)
(or gaina or Icatci from the cutting >4 timber, you mutt (<) iiwn the timber
»bKh It cut, or (») have a cmlract right to cut the limber on the property
at aoorber, or (i) upon your ditpcaal of umber under contract, retain an
cconoaiic interett in tuch tirobct

Kiad of property liMcd.—State following lacti (<) For real etiaic

(including owner -cxcupted rttidencci), location and detcriptiim c4 land and
laprovetTKnit. (*' lor bondi .k .nher eyidencct of indehiedneia. name id

laauing itw^vaiion. particular ittuc. denominatKm. and amount, and (r:
lev ttcxkt. name cd cur^xKatum. data of ttock, number .if tba/et. aod capital

change! affecting baait (itKluding nontaxable dittributiona')

Baats.— In determining gam .ir l.iat in caae of pr.ipcrtv acquired after

February 2J. I4H. uk coat, except at oihcrwiie pr..Mded in tection in
The balit .if ihe pr..perty acquired b> gift after IVcember )l, HID, it the
ciMt .ir ..fher bant to the doo.ir in the event of gam, but. in the event .if loaa.

It It the lower .if eithet tuch don.H i batit .v market value of property on date
ot gift The haait of pr.iperty acquired b) inheritatKC it the fair market value

ch-nge,
iprodu

M ..wnet

ing pr.

ch generally it the date of di

occupied retidencet, automol
the baait for deter mi

gain It the .irigmal cti plui the cut -if pernuneni impr,.vcrocnii i

.No l.nm are recognired l.t iiu,.nie tax purp.«et .m the tale and ex
of tuch

proper.

imcpr.iducing pr..pertici In dctermming GAI,N ..

acquired bcf.wc March I, Wl). uic the coil ..r the lair
value at .if March I. Nl). adiuited at pr..videj in iecti..n U) :b\
ever It greater, but in dcicrmining LOSS uie coti to ad|uitcd

Loaaci on tccuritiei becoming wonhlcii.— If > iharci .
become wcKthlett during the vear ..r > .'tt^yrttt lecuntiet with
c.'up.»it or in regiitercJfoim beome worihlcti during rhe year ,

capital atteri. the l.«t therefr.im thall be c.miidered at from the
exchange .if capital atiett at il the lalt dav .1 tu^h taxable vear

Nunbiuincsa dctMS.— If a debt, tuch at a pert.]

debt eyidcnccd bv a c.irp.irate tccunty with inierett coupont or in regitt
form and , a debt the l.itt trom the worthlettiie*. .if whico i> incurrc
the trade or buiineu, becomei t.itallv worthlctt within the taxable >

the l.iti rctulting therefr.im thall be cmtidered a Um from the lale .«
change, during the taxable year. ..f a capital aaaei held f.ir n.it more l

* nvinihi Enter tuch l.iu m column 6 (deicnbe in column 1 of Khedu
th.irt term capital gaini and l.aaet .m other tide

Uuaifecuton of capilal gains aod loaaci.—The phraae thori-ic
applies to gaint and loitet lr..m the tale or exchange •<! capital aitett
f..r « monthi or leia. the phraie Lmg-lerm l.. capital atictt held f.ir r

bur not (

"Wash sales" losses.—Lotv
ickt .» lecuritici are n ,t deduci

butinett).

from
ibic (ui

the tale

r or other dii

nge upor

or .ither ditpusiti.K

St tuttained in contKction i

yo davi bef.ire or after the '

hat acquired (by purchate or b
I of gam or l.iat wai reogniicc

law;, or nat entered into a contract or opcicxi to acquire, tubatanti
identical ttock or tccuritiet

Losses in traosacrioas berween certain persons.—No deducii.i
allowable f.n l.aici Ir.im talet .« exchange! of profKrtv dirrcilv .x indirc
between («' member! .^ a fjmili

. h a ..irpi.fati.in and an indicidual .iwi

more than VJ percent .4 iii ttock (liquidali.ini excepted,., ^i a grantor
hduciary of any trull, .n (^) a hduciarv and a beneficiary .if the tame tr

Nondeductible losses.—Lotaet from the talc or exchange .^ prop
are noi deductible unlesi they are incurred in trade .ir butinett tv in tr

actioni entered into for profit

LIMITATION ON ALLOWABLE CAPITAL LOSSE!
Allowable louet li.iro current year talet .« exchange! o( ..apiial atteit l

be allowed .ml. t.. the extent of (1; current .ear gaini from tuch tale
exchanget plui ^;; the tmaller ot either the net income .d the current
k.ir adjuttcd groti income i< tax table it uted i computed wiih.iut regar
capital gaint or l.iaet. or Sl.OOO The cxcett .>f tuch allowable losiet .

the turn of itemt cl plut '^i) abo.e it called capital l.iat carrv-o.cr
may be carried f.irward and uted againtt any tuch gain and inomc .if

hvc tuccceding .can However, the capital Kitt carry-over of each '

thould be kept teparatc. tince the law liraitt the uae .>f tuch carry -ove
the hvc tuccceding veart Therel.ire, in otftetting your capital gain
income of l^^ bv pri.tr vear l.itl carry -.lyert. ute an. capital l.»tt carrv-c
remaining Irom 144) before utmg anv tuch carry-over from 1444 .ir lu
quern yean Any 1*41 carT.....er which cannot be uted in I+4H muK
excluded in dclermining your i.ital l.« carry over t.> 1444 and luhaeqi

ALTERNATIVE TAX.— If the ne

net ih.iri-tcrm capital loaa. or in the vS
taxpaveri .., hiing

..r ^K hiing i.iint

igtern ''«« ccedt
vital g

ax nei income exceeding S22.i

H.ime exceeding $44,000 th.

:ion .d alternative tax abni
I tax and turtax cmpuled

page ) u4 Form 1040, thall be the tax liability

. with

The altcrrutive

I
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(Testinion}^ of Robert L. Scliweriii.)

Mr. Nyquist : I might say, your Honor, attached

to this copy is a copy of all the attachments that

were part of the original return, that is, the with-

holding statement.

The Court: And nothing else?

Mr. Nyquist: Nothing else, your Honor.

Mr. Layman: I accept Counsel's statement, and

have no objection.

Mr. Nyquist: Your Honor, I see no point in

cross-examining the witness on his computations,

because I imagine if there were a recomputation in

the case it would be done under Rule 50, anyway.

The Court: That's right.

Mr. Nyquist: So I have no further questions of

this witness.

The Court: You are excused.

(Witness excused.)

The Court : Call your next witness.

Mr. Layman: If the Court please, if the Court

feels, in the light of the observation that was made

by the Court, that Dr. Jacobs should come, I am pre-

})ared

The Court : The Court has no feeling in the mat-

ter whatsoever. It is entirely up to your election

whether he is present or whether he is not. You may

call him as a witness or not. Any other witness the

same.

Mr. Carey : We submit the petitioners ' case [50]

at this time, your Honor.

The Court: The petitioners rest?
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Mr. Carey : Yes, sir.

Mr. Nyquist: Your Honor, at this time I offer

as Respondent's Exhibit, next in order, certified

copies of a certificate stating that Hollywood Sub-

division, Inc., a California corporation, has elected

to wind up and dissolve, which is dated April 8,

1948, and filed with the Secretary of State, for the

State of California, April 8, 1948, and a certificate

of winding-up and dissolution of Hollywood Sub-

division, Inc., which is dated April 8, 1948, and filed

with the Secretary of State, for the State of Califor-

nia on May 8, 1948.

I will offer these two as one exhibit, because there

is simply one certification attached to them.

The Court: They will be marked as Exhibit C.

(Thereupon, the documents above referred to

were received in evidence and marked Respond-

ent's Exhibit C.)

RESPONDENT'S EXHIBIT C

State of California

Office of the Secretary of State

I, Frank M. Jordan, Secretary of State of the

State of California, hereby certify

:

That the anexed transcript has been compared

with the Record on file in my office, of which it pur-

ports to be a copy, and that the same is full, true

and correct.
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In Witness Whereof, I hereunto set my hand and

affix the Great Seal of the State of California, at

Sacramento, this 19th day of March, 1953.

[Seal] /s/ FRANK M. JORDAN,
Secretary of State;

By /s/ [Indistinguishable.]

Assistant Secretary of State.

Certificate Stating That Hollywood Subdivision,

Inc., a California Corporation, Has Elected to

Wind Up and Dissolve.

Frank MacBride, Jr., and Dorothy M. Baker,

being respectively the President and Secretary of

Hollywood Subdivision, Inc., a corporation organ-

ized and existing under and by virtue of the laws of

the State of California, do hereby certify and state

that said Hollywood Subdivision, Inc., has elected

to wind up and dissolve and that such election was

made by the written consent of the holders of all of

the issued and outstanding shares of said corpora-

tion.

In Witness Whereof the undersigned have exe-

cuted this certificate this 8th day of April, 1948.

/s/ FRANK MacBRIDE, JR.,

President of Hollywood

Subdivision, Inc.;

/s/ DOROTHY M. BAKER,
Secretary of Hollywood

Subdivision, Inc.



86 S. Nicholas, et ux. vs.

State of California,

County of Sacramento—ss.

On this 8th day of April, in the year of our Lord

One Thousand Nine Hundred and Forty-Eight, be-

fore me, Thomas J. MacBride, a Notary Public in

and for said County of Sacramento, State of Cali-

fornia, residing therein, duly commissioned and

sworn, personally appeared Frank MacBride, Jr.,

President of Hollj^wood Subdivision, Inc., and

Dorothy M. Baker, Secretary of Hollywood Sub-

division, Inc., known to me to be the persons de-

scribed in and whose names are subscribed to the

within instrument and acknowledged to me that they

executed the same.

In Witness Whereof, I have hereunto set my hand

and affixed my official Seal at my office in said

County of Sacramento, the day and year in this

certificate first above written.

[Seal] /s/ THOMAS J. MacBRIDE,

Notary Public in and for Said County of Sacra-

mento, State of California.

My Commission expires April 16th, 1950.
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Certiticate of Windino- Uj) and Dissolution

of Hollywood Subdivision, Inc.

The undersigned, constituting a majority of the

directors of Hollywood Subdivision, Inc., a Califor-

nia corporation, hereby certify:

That Hollywood Subdivision, Inc., has been com-

pletely wound up; that all its known debts and

liabilities have been paid; that all its known assets

have been distributed; that it had three directors

and that the undersigned are all thereof.

In Witness Whereof, we have signed this affidavit

this 8th day of April, 1948.

/s/ FRANK MacBRIDE, JR.,

/s/ THOMAS J. MacBRIDE,

/s/ DOROTHY M. BAKER,

Directors of Hollywood Subdivision, Inc., a Dis-

solved California Corporation.

I State of California,

County of Sacramento—ss.

On this 8th day of April, 1948, before me, Kenneth

(>. McGilvray, a Notary Public in and for the

County of Sacramento, State of California, residing

therein, duly commissioned and sworn, personally

appeared Frank MacBride, Jr., Thomas J. Mac-

Bride and Dorothy M. Baker, known to me to be the
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persons whose names are subscribed to the above in-

strument and acknowledged that they executed the

same.

In Witness Whereof I have hereunto set my hand

and affixed my official seal at my office in the County

of Sacramento, State of California, the day and

year in this certificate first above written.

[Seal] /s/ KENNETH G. McGILVRAY,
Notary Public in and for the County of Sacramento,

State of California.

My Commission Expires: 11/29/49.

Mr. Nyquist: The respondent rests, your Honor.

The Court: How much time do you wish for fil-

ing; briefs in this case*? Will 45 days be enough for

the petitioners'?

Mr. Carey: That will be fine, your Honor.

The Court: 45 days will be allowed for peti-

tioners [51] for opening brief, 45 days thereafter

for the respondent for his brief, and 20 days fol-

lowing that for the petitioners' reply.

Mr. Carey: Would the Court desire oral argu-

ment at the time the briefs are completed, or do

you want oral argument at the present time?

The Court: We have no desire for oral argu-

ment, unless counsel feels compelled to make such.

Mr. Carey: No, your Honor.

The Court : The case will stand submitted on the

record made.
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Is there anything further to come to our atten-

tion this morning?

The Clerk: No, sir.

The Court: We will recess until Monday morn-

ing at 10:00 o'clock.

(Whereupon, at 11:30 o'clock a.m. Friday,

March 27, 1953, the court was recessed until

Monday, March 30, 1953, at 10:00 o'clock a.m.)

Filed April 16, 1953, T.C.U.8. [52]

[Title of Tax Court and Cause.]

FINDINGS OF FACT AND OPINION

Held: The gain realized by petitioners in 1948

was ordinary income derived from the sale of real

estate held for sale to customers in the ordinary

course of petitioners' real estate business. Held,

further, petitioners are not entitled to report such

gain on the installment basis, having made the elec-

tion in their 1948 tax return to report the gain upon

a basis other than the installment basis and there

being no e^ddence that such method does not clearly

reflect income.

EVERETT S. LAYMAN, ESQ., and

KENNETH S. CAREY, ESQ.,

For the Petitioners.

C. W. NYQUIST, ESQ.,

For the Respondent.
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Respondent determined a deficiency in income tax

of the petitioners for the year 1948 in the amount

of $42,109.63. Several of the adjustments made ])y

respondent have been conceded by petitioners. One

issue raised by the pleadings, respecting respond-

ent's disallowance of a claimed deduction for attor-

neys' fees in the amount of $1,000, has been resolved

by agreement of the parties.

The questions remaining for our consideration

are:

1. Whether the gain on a certain sale made by

petitioners in 1948 was ordinary income from the

sale of property held for sale to customers in the

ordinary course of petitioners' real estate business

or was a capital gain on a sale of corporate stock.

2. Whether, if the gain was ordinary income,

the petitioners are entitled to report it on the in-

stallment basis.

Findings of Fact

Those facts which have been stipulated are so

found, and, by this reference, made a part hereof.

The petitioners are S. Nicholas Jacobs and

Dolores I. Jacobs, husband and wife, who reside

in San Francisco, California. They filed their joint

income tax return for 1948 with the Collector of

Internal Revenue for the First District of Cali-

fornia.

Prior to the taxable year involved, S. Nicholas

Jacobs (hereinafter referred to as petitioner)
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acquired certain real inoperty in Sacramento

County, California. A ])ortion of such property

had been subdivided and sold prior to August, 1946.

Part of the property was included in the map of

Hollywood Park Unit No. 2, hereinafter sometimes

called Subdivision No. 2, which map was filed for

record in the Office of the Recorder of Sacramento

County on July 29, 1946. Another part of the prop-

erty was included in the map of Hollywood Park
Unit No. 3, hereinafter sometimes called Subdivi-

sion No. 3, which map was filed for record in the

Office of the Recorder on November 25, 1947.

In 1948, and for several years prior thereto, peti-

tioner had individually engaged in the subdivision

and sale of his Sacramento property. During the

summer of 1946, petitioner had been advised by his

counsel that, because of the undesirability of his

having complete personal liability in connection

with street contracts and sales of land, he should

not engage in any further activity in his individual

capacity with relation to subdividing and selling his

Sacramento real estate.

On August 28, 1946, Hollywood Subdivision, Inc.

(hereinafter referred to as Subdivision), was incor-

porated under the laws of the State of California.

Petitioner's attorney and two of the attorney's

employees were the incorporators. No capital stock

was issued at that time. A permit to issue such

stock in exchange for Subdivision No. 2 was filed

with the Commissioner of Corporations of the State

of California. This plan was subsequently aban-
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doned when petitioner became ill, was operated on,

and went to Nevada to recuperate.

Prior to the incorporation of Subdivision, peti-

tioner and his attorney did not discuss or consider

the problem of whether or not petitioner would

ultimately sell the stock thereof. In addition to the

undesirability of petitioner's having complete per-

sonal liability in connection with street contracts

or sales of land, petitioner and his attorney looked

into the question of income taxes, the effect thereof

on petitioner or the corporation or both jointly if

instead of petitioner engaging in the business per-

sonally, he had his corporation engage in the busi-

ness of selling lots.

Early in 1948, one Frank McBride, Jr., who

^vas in the real estate business in Sacramento, and

who was the agent who had successfully sold the

lots in Subdivision No. 2 that had been sold, ap-

proached petitioner with regard to Subdivision

No. 3. MacBride wished the right to sell the lots

therein. He also offered to buy the lots. He was

told by petitioner's attorney, in the presence of

petitioner, that he could not buy the land; that the

land was not for sale; and that he would not be

permitted to be a real estate broker in the sale

thereof. MacBride was informed by petitioner's

attorney, in the presence of petitioner, that he

might obtain control of the land by purchasing the

stock of a corporation owning the land. The attor-

ney further told MacBride that the stock of the

corporation v/as not for sale at that time; that, if,

after the stock was issued in exchange for the land
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he was still interested in purchasing the stock,

negotiations to that end could be instituted; but

that, in the meantime, petitioner could abandon his

plan to transfer the land to the corporation in

exchange for the stock, or MacBride could change

his plan to submit an offer for the stock; and that

the entire matter would have to be held in abeyance

until the attorney's return from Washington. At

this time, there was no effective permit from the

California Commissioner of Corporations to issue

the stock. Action to that end was instituted while

the attorney was away but the application was not

filed until after his return early in March, 1948.

On March 8, 1948, Hollywood Terrace, Inc. (here-

inafter referred to as Terrace), was incorporated

under the laws of the State of California at the

instance of Frank MacBride, Jr. Frank MacBride,

Jr. ; Thomas J. MacBride and Dorothy M. Baker

were the incorporators. At all times material to

this proceeding, Frank MacBride, Jr., owned 98

per cent of all its issued and outstanding common
capital stock. Thomas J. MacBride owned one per

cent thereof and Dorothy M. Baker owned one

per cent thereof. At no time did petitioner or his

wife have any interest, direct or indirect, in the

stock of Terrace. That corporation was at all times

dominated and controlled by Frank MacBride, Jr.

The permit to issue stock was granted to Sub-

division by the Commissioner of Corporations of

the State of California on March 29, 1948. On ov

about April 1, 1948, petitioner exchanged Subdivi-

sion No. 3 for 1,750 shares of $100 par value stock
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of Subdivision. Prior to the issuance of any of the

stock of Subdivision, MacBride made an appraisal

of the real estate in controversy. He valued it at

$175,000.

On or about April 5, 1948, petitioner's attorney

arranged for the ^'sale" of petitioner's stock to

Terrace. At that time, petitioner received a promis-

sory note in the sum of $175,000 from Terrace,

which corporation had little or no assets other than

the stock of Subdivision, thereby acquired. Such

stock was pledged by an instrument of pledge to

petitioner. It was reissued in the name of Terrace,

and then was reissued in the name of petitioner as

pledgee. At that point in the transaction, petitioner

was the owner of a promissory note having a fair

market value when received in 1948 of $125,000,

which note was secured by 1,750 shares of the com-

mon stock of Subdivision. Subdivision continued

to be the owner of the real estate, and Terrace was

the owner of the 1,750 shares, subject to the pledge

to secure the promissory note. Thereafter and on

April 6, 1948, MacBride, in writing, requested per-

mission to alter the plans concerning the subdivi-

sion and to dissolve Subdivision. Such permission

was granted by petitioner and Subdivision was dis-

solved on or about April 8, 1948, by one or more or

all of Frank MacBride, Jr.; Thomas J. MacBride,

and Dorothy M. Baker. At this point, petitioner

was the holder of the ]g^romissory note in the sum

of $175,000, which note was secured by a deed of

trust on Subdivision No. 3.

Prior to April 5, 1948, Subdivision never had a
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bank account, it never paid any salaries to any

employees, it never had any books of account, it

never bought or sold any real estate or any per-

sonal projjerty, and it had not entered into any

business transactions of any kind.

The promissory note of Terrace, held by peti-

tioner, was liquidated in the years 1948 through

1951, as follows:

Year Payment

1948 $28,364.57

1949 74,762.98

1950 12,225.77

1951 7,201.41

On the Federal income tax return filed by peti-

tioner and his wife for the year 1948, they did not

elect to report on the installment basis their gain

on the sale of the property which they sold for

$175,000 in such year.

In addition, we make the following ultimate find-

ings of fact:

The conveyance of Subdivision No. 3 to Holly-

wood Subdivision, Inc. ; the issuance of the stock

of Hollywood Subdivision, Inc., to petitioner; the

transfer of such stock by petitioner to Hollywood

Terrace, Inc., and the receipt by petitioner of a

note in the sum of $175,000 were component parts

of a single transaction, by which petitioner effected

a sale of land in the ordinary course of business.

The corporation known as Hollywood Subdivi-

sion, Inc., served no business purpose and per-
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formed no business function other than to act as a

conduit to transfer the title to Subdivision No. 3

from petitioner to a purchaser of such real estate.

Opinion

Van Fossan, Judge:

Respondent has determined, and here maintains,

that the gain derived by petitioner from his trans-

action with Terrace is ordinary income from the

sale of land held for sale to customers in the ordi-

nary course of his real estate business. Petitioner

contends that such gain is a capital gain derived

from a sale of petitioner's stock in Subdivision.

The pertinent portion of the Code is Section 117

(a) (l).i

Whether the transaction in controversy was a

sale of petitioner's stock in Subdivision as it pur-

ported to be or was in substance a sale by petitioner

of his Sacramento real estate in the ordinary course

of business is entirely a question of fact. Our ulti-

mate finding, set out above, is dispositive thereof

and no useful purpose is to be served by prolonging

iSec. 117. Capital Gains and Losses,

(a) Definitions.—As used in this chapter

—

(1) Capital Assets.—The term ''capital assets"
means property held by the taxpayer (whether or
not connected with his trade or business), but does
not include stock in trade of the taxpayer or other
property of a kind which would properly be in-

cluded in the inventory of the taxpayer if on hand
at the close of the taxable year, or property held
by the taxpayer primarily for sale to customers in

the ordinary course of his trade or business, * * *
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this opinion with a detailed analj^sis of the evidence

and the factors leading" us so to conclude. Suffice

it to say that, in reaching such conclusion, we have

given full consideration to the entire picture, all the

pertinent evidence and the inferences properly to

be drawn therefrom. Although petitioner went

through all of the formal steps of activating a

dormant corporation, transferring the property in

question thereto in exchange solely for its stock and

then "selling" such stock to a corporation domi-

nated and controlled by one, who, it is admitted,

was anxious to acquire the land by w^hatever means,

it seems clear to us that it was of no avail taxwise.

All of the separate transfers were but component

steps of a single transaction, namely, the sale and

transfer of petitioner's Sacramento property to

MacBride or to a corporation controlled by him.
"* * * A given result at the end of a straight path

is not made a different result because reached by

following a devious path. * * *" Minnesota Tea Co.

V. Helvering, 302 U.S. 609.

Moreover, even if there was no enforceable agree-

ment or binding commitment on the part of peti-

tioner to sell his stock in Subdivision prior to its

issuance to him, it is properly to be inferred from

the evidence at hand that there did exist an under-

standing to such effect, albeit implied. MacBride 's

letter to petitioner, written as it was on the day

following the so-called sale of petitioner's stock to

Terrace, and in which he requested permission to
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alter the plans and to dissolve the corporate title-

holder of the land involved, appears to be but an-

other step in completing the formal picture.

Consequently, we are constrained to disregard the

corporate entity of Subdivision, and hold that it

served only as a conduit through which petitioner

was enabled to effect a sale of property in the

ordinary course of his real estate business; that

petitioner's various transactions with and through

Subdivision were all parts of a single transaction,

and that the gain derived therefrom constitutes

and is taxable as ordinary income. Cf. Commis-

sioner V. Court Holding Co., 324 U.S. 331, with

United States v. Cumberland Public Service Co.,

338 U.S. 451. See also Chicago, Milwaukee & St.

Paul Railway Company, et al., v. Minneapolis Civic

and Commerce Association, 247 U.S. 490; Western

Maryland Ry. Co. v. Commissioner, 33 F. 2d 695.

In view of the foregoing holding, there arises the

question of whether petitioner is entitled to report

such income on the installment basis as provided in

Section 44 (b). Internal Revenue Code.^

2Sec. 44. Installment Basis.
* 4{- *

(b) Sales of Realty and Casual Sales of Person-
ality [sic].—In the case (1) of a casual sale or
other casual disposition of personal property (other
than property of a kind which would properly be
included in the inventory of the taxpayer if on hand
at the close of the taxable year), for a price exceed-

ing $1,000, or (2) of a sale or other disposition of

real property, if in either case the initial payments
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The short answer is that the petitioner and his

wife, having- exercised in their 1948 income tax re-

turn the option granted them hy law to report the

gain derived from the transaction in controversy

upon a basis other than the installment basis, may
not now change to the installment basis of report-

ing such gain. Pacific National Co. v. Welch, 304

U.S. 191; United States v. Kaplan, 304 U.S. 195.

Moreover, the evidence does not show that the

method employed by petitioner and his wife does

not, if properly applied, clearly reflect income.

They received in the transaction Terrace's promis-

sory note in the amount of $175,000. It has been

stipulated that the fair market value of such note

at the time it was received was $125,000. Respond-

ent has made his determination upon the basis of

such fair market value.

We answer the question posed in the negative and

hold that petitioner is not entitled to report the

gain in controversy on the installment basis.

The agreement of the parties with regard to the

do not exceed 30 per centum of the selling price
(or, in case the sale or other disposition w^as in a
taxable year beginning prior to January 1, 1934, the
percentage of the selling price prescribed in the law
applicable to such year), the income may, under
regulations prescribed by the Commissioner with
the aj)proval of the Secretary, be returned on the
basis and in the manner above prescribed in this

section. As used in this section the term "initial

payments" means the payments received in cash or
property other than evidences of indebtedness of
the purchaser during the taxable period in which
the sale or other disposition is made.
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deduction by petitioner of attorney's fees in the

amount of $1,000 as an ordinary and necessary

business expense will be reflected in the Rule 50

recomputation consequent hereon.

Decision will be entered under Rule 50.

Served October 30, 1953.

[Title of Tax Court and Cause.]

RESPONDENT'S COMPUTATION FOR
ENTRY OF DECISION

The attached computation reflecting a deflciency

in income tax in the amount of $41,370.43 for the

taxable year 1948 is submitted on behalf of the

respondent in compliance with the opinion of the

Court determining the issues in this proceeding.

The computation is submitted without prejudice

to the respondent's right to contest the correctness

of the decision entered herein by the Court pur-

suant to the statute in such cases made and provided.

/s/ DANIEL A. TAYLOR,
Chief Counsel, Internal

Revenue Service.

Without prejudice to the right of appeal, it is

agreed that the attached computation is in accord-

ance with the opinion of the Tax Court in the

above-entitled proceeding.

/s/ KENNETH S. CAREY,
Counsel for Petitioners.
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ARC-Ap:SF
SP :C\VN :DRU-Recompiitation

Audit Statement

In re : S. Nicholas Jacobs and

Dolores I. Jacobs

1065 Sutter Street

San Francisco, California

Docket No. 40649

Year Deficiency

1948 Income Tax $ 41,370.43

Recomputation of tax liability has been prepared in accord-

ance with the opinion of The Tax Court of the United States

promulgated October 30, 1943.

Adjustments to Net Income

Net income as disclosed by statutory

notice $189,680.67

Nontaxable income and additional de-

ductions :

(a) Legal fee 1,000.00

Net income as adjusted based on the

opinion of The Tax Court of the

United States $188,680.67

Explanation of Adjustments

(a) Deduction of $1,000.00 for legal fee in connection with

Holljnvood Park tract is allowed as an ordinary and necessary

business expense in accordance with agreement of the parties.

Computation of Alternative Tax

Net income $188,680.67

Less: Excess of net long-term capital

gain over net short-term capital loss 15,789.09

Ordinary net income $172,891.58

Less : Three exemptions at $600.00 each 1,800.00

Normal tax and surtax net income $171,091.58
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Computation of Alternative Tax— (Continued)

One-half of normal tax and surtax net

income $ 85,545.79

Tentative tax $ 54,878.46

Less: 17% on $400.00 $ 68.00

12% on $54,478.46 6,537.42 6,605.42

Balance of tentative tax $ 48,273.04

Partial tax—twice the above balance of

tentative tax $ 96,546.08

50% of $15,789.09 7,894.55

Alternative tax $104,440.63

Computation of Income Tax

Net income $188,680.67

Less 3 exemptions at $600.00 each 1,800.00

Normal tax and surtax net income $186,880.67

One-half of normal tax and surtax net

income $ 93,440.34

Tentative tax $ 61,613.10

Less: 17% on $400.00 $ 68.00

12% on $61,213.10 7,345.57 7,413.57

Balance $ 54,199.53

Total income tax—twice the above bal-

ance $108,399.06

Total alternative tax $104,440.63

Income tax liability $104,440.63

Income tax liability disclosed by origi-

nal return. Account No. 319104, May,

1949, List 63,070.20

Deficiency in income tax $ 41,370.43

Filed February 3, 1954, T.C.U.S.
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The Tax Court of the United States

Washington

Docket No. 40,649

S. NICHOLAS JACOBS and DOLORES I.

JACOBS,
Petitioners,

vs.

COMMISSIONER OF INTERNAL REVENUE,

Respondent.

DECISION

Pursuant to the Court's Findings of Fact and

Opinion, promulgated October 30, 1953, the parties

herein having filed an agreed computation of tax

on February 3, 1954, it is

Ordered and Decided: That there is a deficiency

in income tax for the taxable year 1948 in the

amount of $41,370.43.

/s/ ERNEST H. VAN FOSSAN,
Judge.

Entered February 4, 1954.

Served February 4, 1954.
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In the United States Court of Appeals

for the Ninth Circuit

T. C. Docket No. 40,649

S. NICHOLAS JACOBS and DOLORES I.

JACOBS,
Petitioners,

vs.

COMMISSIONER OF INTERNAL REVENUE,

Respondent.

PETITION FOR REVIEW
Now Come the above-named petitioners by their

attorneys, Everett S. Layman and Kenneth S.

Carey, and petition the United States Court of

Appeals for the Ninth Circuit to review the de-

cision of the Tax Court of the United States

rendered and entered on February 4, 1954, order-

ing and deciding that there is a deficiency in peti-

tioners' federal income taxes for the calendar year

1948 of Forty-one Thousand Three Hundred Sev-

enty and 43/100 Dollars ($41,370.43). This petition

for review is filed pursuant to the provisions of

Sections 1141 and 1142 of the Internal Revenue

Code.

I.

The petitioners are S. Nicholas Jacobs and

Dolores I. Jacobs, San Francisco, California. Said

petitioners filed their federal income tax return for

the calendar year 1948 with the Collector of Inter-

nal Revenue, First District of California.
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TI.

Nature of the Controversy

The controversy involves the proper determina-

tion of petitioners' federal income taxes for the

calendar year 1948.

Petitioner S. Nicholas Jacobs (hereinafter for

convenience usually called ''Dr. Jacobs") had

owned land in the County of Sacramento, State of

California, for more than six (6) months prior to

January 1, 1946. In August, 1946, a corporation

(Hollyw^ood Subdivision, Inc.) was organized to

subdivide said land and thereby Dr. Jacobs, who
was and is a doctor of medicine, would no longer

engage in his individual capacity in subdividing

and selling real estate and would be relieved of any

possibility of personal liability. Plans to this end

were abandoned when Dr. Jacobs became ill, was

operated on and had to leave the state to recuper-

ate. These plans then lay dormant for more than

a year. Early in 1948 an offer was made by Frank

MacBride, Jr., to Dr. Jacobs to buy the land from

Dr. Jacobs. This offer was rejected by Dr. Jacobs.

However, Mr. MacBride, the offeror, was informed

that he might gain control of the land by pur-

chasing stock in the corporation if he were still

interested after the land was transferred to the

corporation in exchange for its stock, but that

neither the land nor the stock was for sale at that

time. No commitment to sell or buy the said stock

was entered into at any time. The parties were
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specifically left free to withdraw from the transac-

tion at their pleasure. Hollywood Subdivision,

Inc., thereafter and on or about March 29, 1948,

secured a permit from the Commissioner of Cor-

porations of the State of California to issue the

stock in exchange for the land. After the stock was

issued in exchange for the land, petitioner sold the

stock to a corporation (Hollywood Terrace, Inc.)

controlled by MacBride, on or about April 5, 1948.

Said latter corporation thereafter dissolved Holly-

wood Subdivision, Inc., on or about April 8, 1948.

The petitioners contend the transaction was the

sale of stock and therefore there was a capital gain

on an asset held for more than six months, and so

reported in the return. The Commissioner in the

deficiency letter asserted that it was a sale of real

estate in the ordinary course of business and that

all of the gain was and is ordinary income. The

Tax Court agreed with the Commissioner. The con-

troversy is whether there was a sale of the capital

stock of Hollywood Subdivision, Inc., and thereby

a capital gain, or whether there was a sale of real

estate in the ordinary course of business with re-

sultant ordinary income taxed at ordinary rates.

III.

Taxpayers being aggrieved by the findings of fact

and conclusions of law contained in the findings and

opinion of the Tax Court, and by its decision en-

tered pursuant thereto, desire to obtain a review

thereof by the United States Court of Appeals for

the Ninth Circuit.
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IV.

Petitioners assi2:n as error the following findings

and conclusions of the Tax Court of the United

States

:

A. The failure to recognize that the transaction

was in substance and fact as w^ell as form a sale of

a capital asset held for more than six (6) months,

to wit, corporate stock.

B. The failure to recognize the business purpose

of said corporation.

C. The finding that the conveyance of Subdivi-

sion No. 3 to Hollywood Subdivision, Inc. ; the

issuance of the stock of Hollywood Subdivision,

Inc., to petitioner S. Nicholas Jacobs; the transfer

of such stock by said petitioner to Hollywood Ter-

race, Inc., and the receipt by said petitioner of a

note in the sum of One Hundred Seventy-five

Thousand and no/100 Dollars ($175,000.00) were

component parts of a single transaction, by which

petitioner effected a sale of land in the ordinary

course of business.

D. The finding that the corporation known as

Hollywood Subdivision, Inc., served no business

purpose and performed no business function other

than to act as a conduit to transfer the title to Sub-

division No. 3 from petitioner to a purchaser of

such real estate.

E. The finding of a deficiency in excess of that

conceded by petitioners for the calendar year 1948,

in lieu of a determination that there was due and
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owing from petitioners the sum of Two Thousand

Twenty-five and 73/100 Dollars ($2,025.73) and no

more as and for a deficiency in income taxes for

the calendar year 1948.

F. The finding and/or conclusion that petition-

ers, not having reported the transaction on the

installment basis in their return, are precluded

from later adopting such method of reporting such

gain.

Dated: April 28, 1954.

/s/ EVERETT S. LAYMAN,

/s/ KENNETH S. CAREY,
Attorneys for Petitioners.

Received and filed April 30, 1954, T.C.U.S.

[Title of Court of Appeals and Cause.}

NOTICE OF FILING PETITION
FOR REVIEW

To Kenneth W. Gemmill, Acting Chief Counsel, In-

ternal Revenue Service, and to B. H. Neblett,

Regional Counsel; E. C. Crouter, Acting Appel-

late Counsel, and Charles W. Nyquist and John

P. Downes, Special Attorneys, Internal Rev-

enue Service:

You and each of you are hereby notified that the

petitioners on or about the 30th day of April, 1954,

filed with the Clerk of the Tax Court of the United
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States at Washington, D^ C, a Petition for Review

})y the United States Court of Appeals for the

Ninth Circuit of the Decision of the Tax Court

heretofore rendered in the above-entitled cause.

A copy of the petition for review and the grounds

upon which the same was taken as filed is attached

hereto and by this notice served upon you.

Dated at San Francisco, California, this 30th day

of April, 1954.

/s/ EVERETT S. LAYMAN,

/s/ KENNETH S. CAREY,
Counsel for Petitioners.

Affidavit of Sei^dce by Mail attached.

Received and filed May 6, 1954, T.C.U.S.

[Title of Tax Court and Cause.]

CERTIFICATE

I, Victor S. Mersch, Clerk of the Tax Court of

the United States, do hereby certify that the fore-

going documents, 1 to 21, inclusive, constitute and

are all of the original papers and proceedings, in-

cluding all original exhibits, (A-1), attached to the

stipulation of facts, and (B and C), admitted in

evidence, on file in my office as the original and

complete record in the proceedings before the Tax

Court of the United States entitled: "S. Nicholas

Jacobs and Dolores I. Jacobs, Petitioners, v. Com-
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missioner of Internal Reve/iue, Respondent, Docket

No. 40649," and in which the petitioners in the Tax

Court have initiated an appeal as above numbered

and entitled, together with a true copy of the docket

entries in said Tax Court proceedings, as the same

appear in the official docket book in my office.

In testimony whereof, I hereunto set my hand

and affix the seal of the Tax Court of the United

States, at Washington, in the District of Columbia,

this 20th day of May, 1954.

[Seal] /s/ VICTOR S. MERSCH,
Clerk, the Tax Court of the

United States.

[Endorsed] : No. 14374. United States Court of

Appeals for the Ninth Circuit. S. Nicholas Jacobs

and Dolores I. Jacobs, Petitioners, vs. Commissioner

of Internal Revenue, Respondent. Transcript of the

Record. Petition to Review a Decision of The Tax

Court of the United States.

Filed June 1, 1954.

/s/ PAUL P. O'BRIEN,
Clerk of the United States Court of Appeals for the

Ninth Circuit.
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In the United States Court of Appeals

for the Ninth Circuit

No. 14374

S. NICHOLAS JACOBS and DOLORES I.

JACOBS,
Appellants,

vs.

COMMISSIONER OF INTERNAL REVENUE,

Appellee.

STATEMENT OF POINTS TO BE RELIED
UPON BY APPELLANTS

To the Chief Judge and the Honorable Circuit

Judges of the United States Court of Appeals

for the Ninth Circuit:

A. Statement of Points to Be Relied Upon

Come Now Appellants and state the points upon

which they intend to rely in the appeal filed herein

as follows.:

I.

The transaction by which Dr. Jacobs sold stock to

Hollywood Terrace, Inc., was in substance and in

fact a sale of a capital asset held for more than six

(6) months. The Tax Court's conclusion to the con-

trary is inconsistent with the facts found by the

Tax Court and is error.

IL
The Tax Court erred in failing to find that the
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sale, in substance, fact and form, was a sale of

stock and not a sale of land.

III.

The Tax Court erred in failing to find that there

was no agreement for an entire transaction but that

there were three separate steps:

(1) An exchange of land for stock;

(2) A sale of stock; and

(3) The dissolution of a corporation by the

buyer of the stock.

IV.

The Tax Court erred in finding that Hollywood

Subdivision, Inc., had no business purpose.

¥.

The Tax Court erred in ignoring its corporate

entity.

VI.

The Tax Court erred in finding that the transac-

tion was in substance a sale of land.

VII.

The Tax Court erred in failing to find that the

event relied upon by the Appellee and the Tax

Court was one out of Appellants' control and was

done by persons separate and distinct from Ap-

pellants.

VIII.

The Tax Court erred in failing to find that Ap-

pellants are entitled to utilize the so-called install-

ment basis of reporting the gain on this transaction.
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IX.

The Tax Court erred in failing to find that the

various steps were not part of a single transaction.

X.

The Tax Court erred in failing to find that the

existence of Hollywood Terrace, Inc., demonstrates

that the MacBride interests considered that in sub-

stance there was a sale of stock and not a sale of

land.

/s/ EVERETT S. LAYMAN,

/s/ KENNETH S. CAREY,
Attorneys for Appellants.

Affidavit of Service by Mail attached.

[Endorsed] : Filed June 9, 1954.




